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REBUTTAL TESTIMONY OF STEVEN M. WHEELER
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-06-0009)

INTRODUCTION
PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION.

My name is Steven M. Wheeler. [ am Executive Vice President, Customer
Service and Regulation for Arizona Public Service Company (“APS” or
“Company”). In that role, I am responsible for the planning, construction,
maintenance and operation of the APS transmission and distribution systems. I
am also responsible for customer service, rate, and regulatory matters affecting
the Company before the Arizona Corporation Commission (“Commission™) and
the Federal Energy Regulatory Commission (“FERC™)

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL
BACKGROUND?

I received a Bachelors degree from Princeton University in 1971. T graduated
from Cornell University School of Law in 1974. From 1974 until 2001, [ was an
attorney with Snell & Wilmer LLP in Phoenix, Arizona, involved in general
business, real estate, environmental and public utility issues. During my over 27
years at the firm, I represented APS and other public utilities in numerous state
and FERC proceedings involving utility rate and service matters, generation and
transmission siting, electric industry restructuring, resource planning and
prudence reviews. In 2001, I joined APS as Senior Vice President. I assumed my

present responsibilities with the Company in 2004.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?




O 0 N &0 »u WO

N N N N N N N = = e e b e e ea e
Y DN W N = O Y U AW =D

First, 1 explain why APS can reduce its emergency rate request by some $67
million. Next, I will respond to Staff and the Residential Utility Consumers
Office (“RUCQO™) conceming the standards that the Commission should utilize
in evaluating a request for emergency interim rates. Third, I will suggest
modifications to Commission Staff’s proposal regarding quarterly power supply
adjustor (“PSA™) surcharges as an alternative to interim relief. Finally, I will
address assertions made by RUCO and Arizonans for Electric Choice and
Competition/Phelps Dodge Corporation (“AECC/PD”) that APS’ emergency
request to raise the base fuel rate on an interim basis is somehow in violation of
the 2004 APS Settlement as modified by Decision No. 67744 (April 7, 2005).
BEFORE SUMMARIZING THE SUBSTANTIVE POINTS OF YOUR
REBUTTAL TESTIMONY, DO YOU HAVE ANY OPENING
REMARKS?

Yes. I believe all the parties to this proceeding recognize that APS needs to
recover its fuel and purchased power costs on a timely basis. Similarly, they
appear to understand that a downgrade of Arizona’s largest utility to “junk”
would be a disaster for customers. They differ, however, in their assessment of

the likelihood of such disaster occurring and the means necessary to avert it.

Clearly, granting the Company’s emergency request is the best guarantee of
maintaining APS’ financial integrity. A combination of a lesser amount of relief
providing current cash recovery, specifically the recommendation of AECC/PD,
and the Staff’s quarterly PSA surcharge proposal, as modified by the
suggestions in my Rebuttal Testimony, would be less effective in eliminating the
risk to APS and its customers of being reduced to “junk” status, but would still

significantly reduce that risk. Then, in descending order, would be the modified
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Staff quarterly PSA surcharge proposal, that same proposal without

modification, and finally the status quo.

Yet, in the final analysis, it will be the Commission, and not APS or any of the
parties, which must decide how much risk to our customers is too much. For its
part, APS must urge the Commission to avoid taking any unnecessary risk given

the enormous stakes for customers and the state.

SUMMARY

WOULD YOU SUMMARIZE YOUR REBUTTAL TESTIMONY?

Yes. Declines in fuel prices between November 2005 and the end of February
2006, although perhaps temporary, have allowed APS to reduce its request for
emergency rate relief to $232 million. As was the case with our original request,
these interim rates will be subject to refund, reflect normal Palo Verde
operations, and represent fuel and purchased power costs for which APS has

been assured by the Commission will be recovered from APS customers.

The reduction in our emergency request does not diminish in any way the fact
that APS is clearly facing an emergency by any measure of that term — an
emergency requiring prompt and decisive Commission action. RUCO has,
unfortunately, misstated the criteria for emergency relief. This issue is discussed
at some length in a legal memorandum that I asked to be prepared and filed in
this Docket in response to a request by Commissioner Mayes. RUCO has then
misapplied those criteria to the specific facts of this case, leading to the incorrect
conclusion that an interim increase in the base fuel rate is inappropriate. Staff,

although not citing the same legal authority as RUCO, comes to a similar
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conclusion, albeit for apparently different reasons that seem to be more about

timing of the “emergency” than its existence.

Staff’s alternative to an interim increase in the base fuel rate, quarterly PSA
surcharge requests based on what Decision No. 68437 (February 2, 2006) calls
the “PSA Tracking Account,” is a creative attempt to address our shared
concerns over the timely recovery of fuel and purchased power costs and the
threat of a credit ratings downgrade to “junk”™ levels. However, 1 believe some
modifications and enhancements to that proposal would be required if there is to
be a reasonable chance that the proposal would achieve its intended purpose,
which is to have credibility with the credit rating agencies, thus avoiding a
disastrous ratings downgrade, and have a meaningful impact on the continued
buildup of uncollected fuel and purchased power costs. And a;s noted earlier,
even this modified Staff proposal would have to be accompanied by some
substantial interim rate relief to have close to the same impact as the Company’s

request in reducing the risk of such a ratings downgrade.

Finally, neither the 2004 APS Settlement nor Decision No. 67744 prohibits the

Commission from increasing the base fuel rate in an interim basis.

REVISED EMERGENCY REQUEST

CAN APS REDUCE ITS REQUEST FOR EMERGENCY INTERIM
RELIEF IN LIGHT OF CHANGES IN FUEL PRICES SINCE
NOVEMBER 2005?

Yes. Although we have no assurance that the February 28, 2006 prices used by
Mr. Ewen in his Rebuttal Testimony will hold for the balance of the year, to be
consistent with how the original $299 million request was formulated, we

reduce the request for emergency rate relief by some $ 67 million.
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IS IT UNUSUAL TO UPDATE FUEL AND PURCHASED POWER
COSTS IN RATE PROCEEDINGS?

Not at all. It was done in our last general rate proceeding, albeit only to 2003
levels. | am quite sure that the fuel and purchased power costs in the general rate
case that the Company resubmitted on January 31, 2006, which were the basis
for our emergency request (reflecting November 30, 2005 prices), will be
updated again later this year and could be either higher or lower than the original

$299 million annual increase in such costs.

IF APS HAD NOT REDUCED ITS EMERGENCY REQUEST BY THIS
$67 MILLION, WOULD THE REDUCTION IN FUEL COSTS HAVE
BEEN REFLECTED IN THE PSA MECHANISM?

Yes, and that is an important point to make. This emergency request only seeks
recovery of costs that will be collected from APS customers through the PSA or
through base rates or through some combination of the two in any event. If APS
receives interim rate relief, there will be fewer dollars to collect through the
PSA. If it gets no interim relief or something in-between, there will be more
dollars to collect through the PSA. In the latter case, however, APS customers
also face the prospect of paying massive increases in capital and operating costs,

as described by Mr. Brandt, on top of these fuel cost dollars if the Company

goes to “junk” for the first time in its over 100-year history.

IF FUEL PRICES CONTINUE TO CHANGE BETWEEN NOW AND A
FINAL DECISION ON THE GENERAL RATE CASE, IS THERE A
POSSIBILITY THAT APS CUSTOMERS COULD IN SOME WAY
“OVERPAY” UNDER THE COMPANY’S PROPOSAL?

No. First, I again note that the interim rates are subject to refund if APS cannot
justify this level of rate relief in the permanent rate case. Second, as I also have
stated above, any interim rate relief will offset, dollar for dollar, future PSA

charges and reduce the amount of interest that APS customers will pay on PSA
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deferrals. Finally, the interim request, to the extent granted, will reduce dollar
for dollar the net impact of the Commission’s final decision in the Company’s

permanent rate case.

CRITERIA FOR EMERGENCY RATE RELIEF
WHY DOES RUCO CONCLUDE THAT NO EMERGENCY EXISTS?

At pages 5-6 of her testimony, Ms. Diaz Cortez references Op. Atty. Gen. No.
71-17 as requiring that APS meet one of three “criteria” for emergency rate
relief: (1) insolvency; (2) sudden change [in costs] that brings hardship to the
utility; and (3) inability to maintain adequate service pending a permanent rate
decision. Even assuming that this Opinion of 35 years ago is believed
controlling as to the extent of this Commission’s constitutional power and duty
to establish “just and reasonable” rates, Op. Atty. Gen. No. 71-17 clearly
identifies the above circumstances as only examples of when emergency relief is
appropriate and not an ali-inclusive list of “criteria.” The Opinion also states “. .
. the inability of the Commission to grant permanent relief within a reasonable

time would be grounds for granting emergency relief.”

That the Commission, as well as regulators in other states, can and have
concluded that a broad variety or circumstances beyond the limited list set forth
in Op. Atty. Gen. No. 71-17 (including those now facing APS) provide the basis
for emergency relief is set forth in the Company’s extensive legal memorandum
filed concurrently with this Rebuttal Testimony. I will not attempt to repeat that
analysis here. I do note that this view of the Commission’s broad authority to
determine what is an “emergency” is actually supported by the closing words of

Op. Atty. Gen. No. 71-17 itself:
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Perhaps the only valid generalization on this subject [of
what constitutes an “emergency”’] is that interim rate relief is not
proper merely because a company’s rate of return has, over a

eriod of time, deteriorated to the point that it is unreasonably
ow. [Emphasis supplied.]

EVEN IF THE ATTORNEY GENERAL OPINION’S LIST OF
CIRCUMSTANCES UNDER WHICH EMERGENCY RELIEF WAS
CLEARLY APPROPRIATE WERE BOTH BINDING ON THE
COMMISSION AND ALL-INCLUSIVE, WOULD APS SATISFY ONE OR
MORE OF THESE “CRITERIA?”

Yes. 1 believe APS is being damaged and is threatened with far greater damage
by the escalation in unrecovered fuel and purchased power costs this year. If, as
testified to by other APS witnesses, this damage results in a down-grade to
“junk™ status, the Company’s ability to provide adequate service in the long run
will likely be adversely affected irrespective of the outcome of the pending
general rate case. Third, the Commission cannot act quickly enough on the
general rate case to affect 2006. Thus, the Company is faced with up to three of
the four circumstances explicitly listed by the Attorney General in his 1971
Opinion.

STAFF CONCLUDES THAT NO PRESENT EMERGENCY EXISTS BUT
THAT “ADDRESSING SUCH BUILD-UPS [OF DEFERRALS] ON A
MORE TIMELY BASIS MAY HELP AVERT A FINANCIAL CRISIS OR
ADDITIONAL CREDIT DOWNGRADING LATER THIS YEAR.” DO
YOU AGREE?

Whether you believe the axe will fall soon, absent Commission action to address
the problem of unrecovered fuel and purchased power costs, as does the
Company, or some six months from now, as may be Staff’s belief, the result is
the same. APS needs action now. The Attorney General was very clear that the
objective of emergency relief ought to be to prevent the anticipated harm from

occurring and not just to try to fix it after the fact or even to see just how close

to the brink of disaster the Commission can go before acting to avert it.
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DO ALL INTERVENOR WITNESSES CONCLUBDE THAT THERE IS NO
EMERGENCY?

No. The witness for AECC/PD (Mr. Higgins), who has reviewed or participated
in many such proceedings, did conclude that the risk of downgrade was
sufficient to constitute the basis for emergency rate relief. He therefore
recommended an emergency increase of 7.8%, which if implemented May 1, as
he recommends, would produce approximately $126 million in additional
revenues in 2006.

MODIFICATIONS TO THE STAFF PROPOSAL FOR QUARTERLY PSA
SURCHARGE REQUESTS

DOES STAFF APPEAR TO SHARE THE COMPANY’S CONCERN
OVER THE TIMELY RECOVERY OF FUEL AND PURCHASED

POWER COSTS AND THE NECESSITY OF PREVENTING FURTHER
DOWNGRADES TO THE COMPANY’S CREDIT?

I believe so. At page 26, lines 2-5, of his testimony, Staff witness Ralph C. Smith
states:

In my opinion, the first alternative [quarterly PSA surcharges] is
preferable to the second [status quo] because it provides for a
means, other than another emergency rate increase request filing,
for addressing recovery of APS’s actual fuel and purchased
power costs in a manner that is more likely to alleviate or prevent
a financial crisis situation from developing later in 2006.

Later, Mr. Smith is asked the following question and gives the following
response: |
Q.  Does Staff continue to support the concept that addressing

APS’_S under-collection as soon as possible rather than
later is preferable?

A.  Yes. Staff believes that prompt action on PSA surcharge
requests is a better and more appropriate way to address
the Company’s growing deferred fuel balance than is the
Company’s request for emergency rate relief.

Testimony of Ralph C. Smith at 28, lines 16-20 [emphasis supplied].

At page 18, Mr. Smith further states in response to the question below:
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Q. Would a downgrading of APS’s debt to “junk” status be a
desirable outcome?

A. No, it would be not. In addition to resulting in increased
borrowing cost, such a downgrade could impede the
Company’s access to credit.
Staff witness J. Randall Woolridge echoes at least some of these same
sentiments at page 9 of his testimony.
WHAT DID STAFF PROPOSE REGARDING THE PSA AS A
SUBSTITUTE FOR THE COMPANY’S REQUESTED INCREASE IN
THE BASE FUEL RATE?
At pages 31-33 of his testimony, Staff witness Smith suggests that APS be
permitted to file PSA surcharge requests quarterly, beginning on June 30, 2006
(which would address the first two quarters of 2006) based on the under-
recoveries of fuel and purchased power costs during the preceding quarter(s) as
reflected in the PSA Tracking Account. Staff would process such surcharge
requests in no more than thirty (30) days. The Commission would presumably
then act on Staff’s recommendation in some unspecified way at some
unspecified future time. This authority to make quarterly PSA surcharge filings
and the expedited review process would remain in place until a final order in the
Company’s pending general rate case (Docket No. E-01345A-05-0816), at
which time the Commission could address other structural improvements to the
PSA. Staff witness Smith also suggests that specific information be provided
with each such quarterly PSA surcharge request and that Staff be notified at least
ten (10) days in advance of such a request.

WHAT IS THE COMPANY’S REACTION TO THIS ALTERNATIVE PSA
SURCHARGE PROPOSAL?
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We are appreciative of Staff’s attempt to forge a creative solution to a very
serious problem that has led to a looming disaster that will irreparably harm the
Company, its customers and our state. As can be seen by Mr. Brandt’s testimony
(see Brandt Attachment DEB-23 and the accompanying testimony), the Staff
proposal, using some fairly aggressive assumptions as to how it would actually
work in practice, could lead to an improvement in the Company’s key financial
ratio in 2006, but only to a point that remains still well within the “junk”
category. Thus, the risk of further down rating is not reduced to the same extent
as would be the case with a grant of significant interim relief or even to the
extent it would by a combination of the two (i.e., a combination of an interim
rate increase and quarterly surcharges), as is also discussed by Mr. Brandt.
Moreover, for this Staff alternative to have any credibility with the rating
agencies, it must have more certainty associated with its implementation and the
timeliness of actual cash recovery of the PSA Tracking Account balances.
STAFF ALSO RECOMMENDS PROMPT ACTION ON THE
COMPANY’S REQUESTED $15 MILLION PSA SURCHARGE
RELATED TO 2005 PSA DEFERRALS |[TESTIMONY OF RALPH C.
SMITH AT 30]. DO YOU AGREE?

Yes. APS has requested that such surcharge be implemented concurrently with a
Decision in this Docket. Given the support of Staff and other intervenors for this
surcharge, 1 would ask that the Commission consider this PSA surcharge

concurrently at the same Open Meeting.

HOW CAN THE STAFF QUARTERLY PSA SURCHARGE PROPOSAL
BE MODIFIED TO PROVIDE CERTAINTY AND TIMELINESS?

If the Commission were to prefer the riskier (riskier from the standpoint of
maintaining the Company’s investment-grade credit rating) Staff proposal to the

Company’s emergency interim rate request, APS would request some procedural

10
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“structure” to the Staff proposal to allow for more certain and timely
implementation of these quarterly PSA surcharge requests. I cannot
overemphasize how critical these two factors, certainty and timeliness, are to the
credit rating agencies. At the same time, the Company is willing to accept some

restrictions on its use.

PLEASE EXPLAIN.

Specifically, 1 would request that PSA surcharge requests be treated similar to
changes in the Annual PSA Adjustor rate, i.c., they would become effective
automatically thirty (30) days after filing unless Staff’s review uncovers sorhe
extraordinary circumstance requiring Commission action. This certainty is
critical given the present circumstances facing the Company, where there is so
much doubt and skepticism expressed in the capital markets, and particularly by
the rating agencies, over the ability of APS to actually collect its fuel and
purchased power costs on a timely basis. And, of course, any PSA revenues,
whether surcharges or annual PSA charges, are always effectively subject to

later refund if found to be imprudent.

Other changes that would add certainty and timeliness to cost recovery under a
quarterly surcharge would be up-front determinations by the Commission in this
proceeding that the PSA surcharge request would amortize the end-of-quarter
PSA Tracking Account balance over the succeeding twelve (12) months based
on projected retail sales. Also, interest would accrue on the unrecovered PSA
Surcharge balance(s) just as it would have had the unrecovered costs remained

in the PSA Tracking Account.

11
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To facilitate the use of this expedited process and because it is essential that cost
recovery be as certain as possible, APS would agree with all of Staff’s reporting
and filing conditions as set forth at pages 23 and 32 of Mr. Smith’s testimony.
APS would further agree not to seek recovery through this expedited process of
the net additional replacement power costs incurred as a result of unplanned
outages at its fleet of base load units (Palo Verde, Four Corners, Cholla, and
Navajo) in excess of the Effective Forced Outage Rate (“EFOR™) used both in
the Company’s 2006 budget and in determining its normalized fuel/purchased
power costs in the general rate filing. (EFOR is a commonly used term in the
electric industry and can easily be verified by Commission Staff.) By net
additional costs, I mean that APS would take into consideration the savings from
units operating better than budgeted in determining the overall net impact of
base power plant performance on fuel costs. Such temporarily excluded costs
would continue to remain in the PSA Tracking Account or the Paragraph 19 (d)
Balancing Account, as appropriate, without prejudice to their later recovery as
presumptively prudent costs. Finally, so that the excluded net unplanned outage
costs do not remain in limbo indefinitely, APS would request that within 120
days from the end of a calendar year 2006, Commission Staff conduct a review
of the 2006 outage costs and make a recommendation to the Commission
relative to their collection through the PSA.

WOULD THIS REVIEW OF OUTAGE COSTS YOU SUGGEST ABOVE
AFFECT THE COMPANY’S PENDING REQUEST FOR A $45
MILLION PSA SURCHARGE?

No. That surcharge request is for 2005 costs and is being reviewed by Staff'in an

already pending docket.

12
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WHAT ELSE SHOULD THE REVIEW OF EXCLUDED 2006 COSTS
INCLUDE?

In addition to determining the recovery of the 2006 outage costs excluded from
the quarterly PSA surcharge process, the Commission should consider
developing a procedure for dealing with such outage costs in the future. This
policy should recognize the entire range of power plant performance, as well as
traditional prudence standarcis. It should similarly reflect the universal reality
that all machines fail at one time or another and that power plants are no
exception. An unplanned outage is not proof or even evidence of imprudence.
WILL THE STAFF’'S PROPOSAL, AS MODIFIED PER YOUR
REQUEST, MAKE IT LESS LIKELY THAT THE COMPANY WILL NOT
BE DOWNGRADED TO “JUNK?”

Possibly, but as Mr. Brandt testifies, the risk of downgrade will still be very
significant if all the Commission does is approve Staff’s quarterly surcharge
proposal as I have modified it. Given the tremendous stakes for APS customers
and this state in avoiding such a circumstance and the lack of any benefit to
customers from delaying recovery of costs for which the Commission has
already assured recovery (subject to any subsequent prudence review), one has
to ask if that is a risk the Commission wants to take. That is why APS continues
to maintain that its requested emergency rate relief is clearly the better and safer
course of action. But, if the Commission is unwilling to grant the requested
emergency rate relief, Staff’s alternative proposal as | have modified it would
increase the chances of staving off such a downgrade as compared to either the
status quo or the Staff proposal without the modifications discussed in my
testimony. And as Mr. Brandt also discusses, there could be a combination of my
suggested changes to the Staff proposal and some amount of interim rate relief

(as suggested by AECC/PD witness Higgins) that would further reduce the

13
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likelihood of a downgrade to “junk™. In other words, these alternatives or any
combination of them carries a greater risk of a dowﬁgrade to “junk’ than does
the Company’s interim rate request, but they do reduce the risk to some extent.
WHAT WOULD BE THE RATE IMPACT OF THE STAFF PROPOSAL
AS MODIFIED BY YOUR RECOMMENDATIONS?

We have presently estimated that the first surcharge request, which would be
filed no sooner than June 30, 2006, would be roughly some $33 million, or
1.5%. The second, filed no sooner than September 30, 2006, would be in the
area of $144 million, or 6.4%. I must caution that these numbers are based or
forecasts of customers, weather, fuel prices, etc. These factors can and will

change throughout the course of 2006.

It is unlikely that APS would seek a PSA surcharge on December 31, 2006,
because the PSA deferrals for the fourth quarter of 2006 would be picked up in
the resetting the annual PSA Adjustor Rate February 1, 2007 in any event. These

deferrals are presently estimated in the $11-12 million range. This would reduce

the annual PSA Adjustor Rate in 2007 from its current four mills per kWh to
approximately .4 mills or roughly a 4% reduction, although the projected
deferrals for the fourth quarter of 2006 are subject to the same caveats | gave

with regard to those of earlier quarters of this year.

HOW WOULD THESE MODIFICATIONS IMPACT THE COMPANY’S
FINANCIAL METRICS IN 2006 AS COMPARED WITH THE STAFF
PROPOSAL?

As can be seen in Mr. Brandt’s rebuttal (Attachment DEB-23), there is some
incremental improvement in 2006 as a result of my changes to Staff’s proposal.
But the improvement is not dramatic and still leaves the Company in the “junk”

category. The reason why my suggested changes are so important is that they

14
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provide for greater certainty and timeliness of cost recovery, something that is of
critical concern to the ratings agencies. Combined with the Commission’s
actions in Decision No. 68437 and the agreement by Staff to consider further
PSA reforms in the general rate case, APS would at least be able to point to a
pattern of regulatory actions that are attempting to deal with the problem of
skyrocketing PSA balances and chronic ongoing under-recovery of fuel and
purchased power costs.

RESETTING THE BASE FUEL RATE ON AN INTERIM BASIS IS NOT A
VIOLATION OF EITHER THE 2004 APS SETTLEMENT OR DECISION
NO. 67744

BOTH AECC/PHELPS DODGE AND RUCO HAVE CONTENDED THAT
RESETTING THE BASE FUEL RATE PRIOR TO THE CONCLUSION

OF THE GENERAL RATE CASE IS SOMEHOW PROHIBITED BY THE
2004 APS SETTLEMENT OR DECISION NO. 67744. DO YOU AGREE?

No. I see no such limitation in either the Settlement or the Commission’s order
approving, with modifications, that settlement, and neither RUCO nor
AECC/Phelps Dodge has pointed out such a limitation.

DOESN’T RESETTING THE BASE FUEL RATE IMPACT THE
AMOUNT OF COSTS APS MUST ABSORB UNDER THE 90/10
SHARING MECHANISM IN THE PSA?

It could, depending on whether and to what extent the increase in the base fuel
rate is made permanent at the end of the general rate case. However, the 90/10
sharing mechanism was intended to provide an incentive to the Company to
manage fuel and purchase power costs prudently and not to be an automatic
penalty against the Company. As noted by Staff witness William Gehlen, 2006
fuel and purchased power costs are pretty much fixed at this point, and the
requested interim base fuel rate already incorporates normal operation of all of

the Company’s power plants. Thus, continuing to require APS to absorb 10% of

15
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the increases in fuel costs since 2003 for the unknown duration of the general
rate proceeding is just that, a penalty, which I do not believe can be justified as a

meaningful incentive.

CONCLUSION
DO YOU HAVE ANY CONCLUDING REMARKS?

Yes. APS is presently facing an emergency even if there is a debate over
precisely when the acknowledged harm may occur. The time to act is before the
harm can occur rather than after it is too late. The Staffs alternative proposal of
quarterly PSA surcharge applications, if desired by the Commission, should be
modified to make implementation of such surcharges more certain and timely.
Only then does the Company believe it will have the intended effect of reducing
the likelihood of further deterioration of the Company’s credit. And if combined
with significant emergency relief, the Staff proposal as modified would
significantly reduce such likelihood. Finally, APS does not believe its original
proposal to increase the base fuel rate on an interim basis is a violation of either
the letter or spirit of Decision No. 67744 or the 2004 APS Settlement.

DOES THIS CONCLUDE YOUR PREFILED REBUTTAL TESTIMONY
IN THIS PROCEEDING?

Yes.

16
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DIRECT TESTIMONY OF DONALD E. BRANDT
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-06-0009)

INTRODUCTION
PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION.

My name is Donald E. Brandt. I am Executive Vice President and Chief
Financial Officer for both Pinnacle West Capital Corporation (“Pinnacle West”)
and Arizona Public Service Company (“APS” or “Company”). I am responsible
for the finance, treasury, accounting, tax, investor relations, financial planning,
and power marketing and trading functions at Pinnacle West and APS. My
business address is 400 North 5 Street, Phoenix, Arizona, 85004.

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL

BACKGROUND?

I received a Bachelor of Science degree in business administration with a rﬂajor
in accounting from St. Louis University in 1975. Before joining Pinnacle West
and APS in 2003, I was Senior Vice President and Chief Financial Officer of
Ameren Corporation, the parent company of the electric and gas utilities Union
Electric Company (d/b/a AmerenUE) and Central Illinois Public Service
Company (d/b/a AmerenCIPS).

Before joining Union Electric Company in 1983, I was a manager with Price
Waterhouse where I provided audit and consulting services to public companies,
with a concentration in the utility industry. I am a certified public accountant
and a member of the American Institute of Certified Public Accountants and the

Arizona Society of Certified Public Accountants.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
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My testimony explains why the Company filed the Application for Emergency
Interim Rate Increase and Interim Amendment to Decision No. 67744
(“Application™). I discuss the nature of the emergency that the Company is

facing, describe the Company’s current financial condition, and summarize
g 5

_recent actions taken by the various credit rating agencies with respect to APS’s

debt. 1 also address the consequences of failing to act on the Company’s

Application in a timely fashion.

SUMMARY

PLEASE SUMMARIZE YOUR TESTIMONY.

The Company confronts an emergency situation and critically needs timely
action by the Arizona Corporation Commission (“Commission™) permitting the
Company to recover its prudently incurred fuel and purchased power costs.
Without such action, the Company faces the prospect of a downgrade of its

credit to non-investment (“junk™) levels.

Recently, each of the three primary credit rating agencies took adverse actions
with respect to APS. Standard & Poor’s (“S&P”) downgraded the Company to
the lowest investment grade credit rating, BBB-, just one notch above a “Junk”
bond credit rating, while Fitch, Inc. put the Company on “Rating Watch
Negative,” and Moody’s Investor Service, Inc. (“Moody’s™) put the Company’s
debt ratings under review for possible downgrade. Should the Commission dény
the Company’s request for emergency interim rate relief, APS’s credit ratings
likely will be downgraded by these nationally recognized agencies to below
investment grade even with approval of the pending Power Supply Adjustment
(“PSA”) surcharge and the implementation of the annual PSA adjustment on

April 1, 2006. Should a downgrade occur, the Company would experience
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severely restricted access to the capital markets (both debt and equity) and
commercial bank credit facilities, dramatically increased financing costs, and,

consequently, decreased operational and financial flexibility.

The rapidly growing gap that exists today between the Company’s funds from
Qpérations (“FFO”) and its capital expenditures (“CapEx”) significantly exceeds
the shortfall that occurred during the construction of the Palo Verde Nuclear
Generation Station (“PVNGS”) when this Commission lasted granted APS
interim rate relief. We must finance this shortfall in a financially prudent
manher. If the Company’s credit ratings fall below investment grade, the costs

to customers to finance this gap increases dramatically.

APS’S FINANCIAL CONDITION AND CREDIT RATINGS

DID YOU FILE AN AFFIDAVIT IN SUPPORT OF APS’S APPLICATION
FOR EMERGENCY INTERIM RATE RELIEF?

Yes. That Affidavit, incorporated here by reference, is attached to my Direct
Testimony as Attachment DEB-1. This Direct Testimony both supplements and
makes current that Affidavit.

ARE THE STATEMENTS MADE IN THAT AFFIDAVIT STILL TRUE
TO THE BEST OF YOUR KNOWLEDGE? |

Yes.

WHAT IS THE EMERGENCY THAT THE COMPANY IS FACING?

The emergency the Company faces has a number of interrelated facets:

1. APS has experienced an unprecedented increase in its fuel and purchased
power costs since the establishment of the base fuel rate in Decision No.

67744 and will continue to face significant further increases in those costs
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during 2006 due to ongoing exogenous factors and fundamental shifts in
the global energy markets.

Because these increases are not reflected in either base rates or in PSA
rates, APS cost deferrals totaled approximately $170 million by the end
of 2005. Those cost deferrals will continue to increase in 2006 even if
the Commission allows the implementation of the annual adjustment to
the PSA on April 1, 2006 and approves the pending PSA surcharge —
accumulating to approximately $285 million by December 31, 2006.

The continued imbalahce between fuel costs and cost recovery has
weakened the Company’s key financial indicators to the point where APS
has been downgraded by one major rating agency (S&P) to the lowest
investment-grade rating and put on negative watch for a downgrade by
the other two (Moody’s and Fitch). All three have indicated further credit
downgrades should the Commission not address fuel cost recovery in a
manner that promises to reverse the downward trend in the Company’s
financial indicators. Absent interim rate relief to address the growing
undercollection of fuel costs, APS will likely suffer further downgrading
by S&P and the other rating agencies to non-investment grade or “junk
bond” status for the first time in its over 100-year history of service to the
public in Arizona. As such, APS would rank among the least
creditworthy, non-bankrupt utilities in the United States.

A credit rating agency downgrade of APS to non-investment grade would

 increase interest expense in 2006 by at least $10,000,000 to $15,000,000.

This increase in annual interest expense would continue to rise inexorably
to between $115,000,000 and $230,000,000 by 2015. Cumulatively, over

the ten-year period ended 2015, the increased interest expense would
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aggregate between $625,000,000 and $1,200,000,000, depending upon
the general level of interest rates and access to the capital markets by
non-investment grade issuers. This market has shown much greater
volatility than the investment grade sector. Our customers would
eventually bear these massive costs. |
Credit limitations imposed on APS as a result of a further downgrading
will increase the cost of both fuel acquisition and purchased power, thus
ultimately burdening APS customers with costs that could be avoided by
timely and positive Commission action. Restraints on credit also
consume already scarce cash resources needed to fund important and
critical infrastructure improvements and expansion. The consequences of
a credit downgrade include higher collateral requirements, reduced
liquidity as certain venders declined to enter into contracts with APS, and

onerous cash constraining prepayment requirements for power, gas, gas

: transportatfon, and coal.

History has demonstrated that once a company experiences an important
credit downgrade, it takes years of sustained positive regulatory action to
reverse the situation. Unfortunately, fche high cost debt incurred and
alluded to above will continue to exert a negative influence on the
Company’s financial and cash situation, until such time as APS can call,
refund or retire it.

Without an interim raising of the $776.2 million “cap,” APS will be
unable to defer some $65 million in 2006 presumptively prudent fuel
costs, thus potentially affecting its ability to ever recover such sums.
Based on published reports, the pending APS general rate case will

apparently not be decided within a reasonable time, by which the
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Company means within time to prevent the above circumstances from
happening. And even a 100% favorable outcome from that proceeding
likely would not be sufficient to result in an upgrade of APS or undo
the loss to APS during 2006 resulting from the $776.2 million “cap.”
The financial markets pay close attention to the comments of all
regulatory bodies. Currently, they do not see any reasonable prospect
of a prompt adjudication of the Company’s general rate case filed in
November, 2005. In its December 21, 2005 publication explaining the
ratings downgrade, S&P stated: “Recent public statements by the ACC

suggest spring 2007 may be the earliest a decision could be expected.”

We urge the Commission to re-examine the difficult current situation in light of
all the relevant facts and to balance the many interests in a manner that avoids

causing “serious damage” to APS and its customers.

We only ask APS customers to pay for the fuel costs necessary to serve them,
without profit or mark up. Ultimately, they will bear the price, whether paid in
the form of interim rates, PSA charges and/or higher base rates resulting from
Docket E-01345-05-0816. Should the Commission later determine that APS
imprudently incurred such costs, our customers will receive a refund or other

appropriate adjustment.

As customary in a regulated environment, customers receive full protection from
a grant of interim relief later found unwarranted or inappropriate by the
Commission’s periodic review of the prudence of the Company’s actions. We
urge the Commission, in effect, to protect the customers from the higher costs

that will accompany the Company’s descent into “junk bond” status. We
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believe that the prevention of such a credit downgrade and the attendant adverse
consequences serves the best interest of all the parties involved. None of us
want to attempt the even more difficult time-consuming and costly attempt to
repair damaged credit ratings.

HAVE THERE BEEN ANY DEVELOPMENTS SINCE THE DATE OF
YOUR AFFIDAVIT?

Yes. Since the filing of my Affidavit in Support of the Application, S&P issued
an additional Research Summary regarding APS on January 6, 2006, and both
Moody’s and Fitch have taken negaﬁve ratings actions regarding the Company.
DO YOU BELIEVE THOSE ACTIONS PROVIDE FURTHER SUPPORT
FOR THE COMPANY’S REQUEST FOR EMERGENCY INTERIM
RATE RELIEF?

Yes. All of the rating agencies recognize the urgency of the Company’s need for
recovery and have taken negative ratings actions in light of that concern. The
Company incurred fuel and purchased power costs in a prudent and
commercially responsible manner to serve customers. Without prompt and
positive action by the Commission, the Company faces almost certain
downgrade to “junk” status. Should that occur, APS and its customers face é
long and costly road ahead due to steeply increased financing costs and other
negative ramifications as set forth in my Affidavit.

PLEASE PROVIDE ADDITIONAL DETAIL ON S&P’S JANUARY 6,
2006 RESEARCH SUMMARY.

On January 6, 2006, S&P issued a research summary in light of the
Administrative Law Judge’s Recommended Opinion and Order in the
Company’s pending PSA surcharge application. S&P noted that the Company’s

continued accumulation of deferred fuel and purchased power costs is “making
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the need for rate relief increasingly critical for the credit ratings of the company.
...” [S&P Research Summary, January 6, 2006, at 1.] S&P also reiterated its
decision to lower the Company’s credit rating to BBB- based on “concerns that
the regulatory process in Arizona is not providing the company timely recovery
of fuel and purchased power costs” and noted the Company’s “mounting
deferral problem that is severely straining cash flows.” [Id.] Finally, S&P stated
that in the absence of prompt action by the Commission “to address APS’ need
for rate relief in light of steadily increasing fuel and purchased power deferrals .

..an adverse rating action or a change in the outlook is likely.” [Id. at 2]

WHAT ACTION HAS MOODY’S TAKEN REGARDING THE
COMPANY’S RATING?

On January 10, 2006, Moody’s placed the ratings of APS under review for
possible downgrade, noting as follows:

Moody’s Investors Service placed the long-term [debt] ratings of
Pinnacle West Capital Corporation (Pinnacle: Baa2, senior
unsecured) and its subsidiaries Arizona Public Service Company
(APS: Baal, senior unsecured) and PVNGS II Funding Corp.
Inc. (PVNGS II: Baal, senior secured lease obligation bonds)
under review for possible downgrade. . . .

The rating review follows a recommendation of an Arizona
administrative law judge that APS’s application for a special rate
surcharge be denied. The review is J)rompted by deterioration in
the company’s current and projected financial metrics as a result
of increased fuel and purchased power costs that the company
has not been able to recover on a timely basis.

The review will focus on the outcomes of the various rate
requests that APS has filed or is expected to file with Arizona
Corporation Commission (ACC). . ..

APS and Pinnacle’s financial strength are highly dependent upon
timely implementation of cost recovery mechanisms. . . .

Beyond 2006, supportive regulatory treatment remains key to the
company’s ability to maintain financial strength in light of
significant needs for capital investment to serve a growing
service territory. . .,
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- An assessment of likely regulatory outcomes will be a significant
factor in concluding the review for downgrade. The ratings of
APS and Pinnacle are likely to be downgraded unless there are
clear signals that APS will receive timely and full recovery of its
increased costs such that we would expect their credit metrics to
return to levels commensurate with those of similarly rated utility
companies. [Moody’s Rating Action, January 10, 2006.]

PLEASE EXPLAIN WHAT ACTION FITCH TOOK ON THE
COMPANY’S CREDIT RATING

Fitch placed the Company’s long-term credit ratings on Rating Watch Negative
on January 6, 2006, reflecting “the likelihood of lower ratings . . . if the Arizona
Corporation Commission (ACC) adopts the administrative law judge’s (ALJ)
proposed decision in APS’ pending power supply adjustor (PSA) surcharge
proceeding.” [Fitch Ratings Release, January 6, 2006.] Fitch went on to state:

In Fitch’s view, the regulatory uncertainty and prospect of further

delay to the recovegy of prudently incurred power supply costs is

a threat to APS and PNW’s creditworthiness, especially in light

of the company’s high and growing reliance on natural gas and

purchase power. [Id.] »

ARE THERE SIMILARITIES BETWEEN THESE THREE MOST
RECENT STATEMENTS BY THE RATING AGENCIES?

Yes. All three of the rating agencies point directly to the Company’s
increasingly critical need to recover in a timely manner fuel and purchased
power costs prudently incurred to serve its customers as the basis for their
negative actions. APS seeks to address this critically imi)ortant issue through its
Application.

DID YOU ATTEND THE PROCEDURAL CONFERENCE HELD ON
JANUARY 12, 2006 IN THIS DOCKET?

Yes.

DID YOU HEAR THE DISCUSSION REGARDING THE COMPANY’S
FINANCIAL SITUATION TODAY AS COMPARED TO ITS FINANCIAL

?IT&.I;S\‘,TION DURING THE CONSTRUCTION OF PVNGS IN THE
980°S? '
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Yes. While referencing the January 1984 APS interim rate increase,
Commissioner Mayes referenced page 4 of Decision No. 53909 (January 30,
1984) and noted that one of the reasons the Commission granted that increase
“was that by June of 1984, APS’s internal generation of funds will be practically
zero if not negative.” (Transcript, page 20.) Consistent with Commissioner
Mayes’ comment, page 4 of Decision No. 53909 contains the following finding
of fact:

14. By June of 1984, APS’s internal generation of funds will
be practically zero, if not negative.

TO WHAT EXTENT IS THAT REFERENCE RELEVANT TO THIS
PROCEEDING?

While Decision No. 53909 uses the term “internal generation of funds,” if one
reads the 1983 testimony of the Company’s financial witnesses, particularly the
testimony of Henry B. Sargent, Jr. and Paul A. Williams and related exhibits,
one would find that the term “internal generation of funds” was defined as

“internal generation of funds as a percentage of capital expenditures (excluding

AFUDC).”

The.discussion of the 1984 order at last week’s procedural conference may have
left the Commission with an erroneous impression regarding the Company’s
current financial situation. Certain statements, made during the procedural
conference may have led the Commission to infer that the Company’s current
situation is not as critical as the last time APS sought and received interim rate
relief. On the contrary, I believe that the Company’s current financial situation
is actually worse than that of the 1980s. During those difficult times, the
Company experienced a credit downgrading and ultimately received an

emergency rate increase. The following chart shows that APS faces a

10
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Q.

significant shortfall between its FFO and its CapEx needs that at least equals, if
not exceeds the financial obstacles it faced in the 1980s:

APS FFO vs. CapEx ($M)

1983 1984 1985 2005° 2006

Funds from operations $223.0 $300.9 $3754 $459.6 $5205

CapEx 3597 . 3280 4459 810.5  648.5
FFO less CapEx (136.7) (27.1)  (705) (350.9)  (128.0)
FFOasa%of CapEx  62.0% 91.7%  842% 56.7%  80.3%

PLEASE EXPLAIN WHAT THE ABOVE CHART SHOWS.

In a nutshell, the APS FFO vs. CapEx chart clearly shows how the Company’s
weak cash flow will drive credit ratings toward junk status. As reflected in the
chart, the Company’s current FFO shortfall exceeds that of the 1980°’s when the
Company received its last emergency rate increase. APS will have no
alternative but to issue ever increasing amounts of costly debt to finance that
shortfall. The combination of weak cash flow and the resulting need for
additional debt will result in a weaker FFO/Debt ratio, which likely will cause a
downgrade of the Company to non-investment (“junk™) grade. As I discuss
throughout my testimony, downgrades inevitably increase borrowing costs,

lower the value of common equity and contribute to higher costs to customers.

DO YOU HAVE ANY FINAL COMMENTS?

1

Interim Rates were approved for APS effective February 1, 1984 in Decision No. 53909 (January 30, 1984).

Those interim rates were made permanent in Decision No. 54204 (October 12, 1984), which also granted an
additional rate increase. Also in Decision No. 54247 (November 28, 1984), the Commission approved an
increase in electric rates, which became effective in early 1985. During the same time period, the Commission
also granted APS gas rate increases in Decisions Nos. 54056 (June 1, 1984) and 54183 (October 1, 1984)

? Figures for 2005 and 2006 reflect projected amounts. Figures for 2006 presume the Company receives the PSA
Adjustor effective April 1, 2006, as well as PSA Surcharges effective in February and November 2006.

11
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Yes. The Company will need cost effective and efficient access to the capital
markets to issue more than $1 billion of debt to fund the necessary projects that
constitute the Company’s substantial capital expenditure budget over the next
several years. Without the interim rate relief requested in the Application, the
Company’s credit ratings likely will be further reduced to non-investment grade,
which will lead to dramatically increased financing costs to APS and, ultimately,
its customers. Once they downgrade a company, the rating agencies are
reluctant to upgrade that company on the basis of one or two positive rate cases.
The rating agencies likely will require éupportive. Commission actions over a
sustained period of time before considering returning the Company to

investment grade if a downgrade has occurred.

As an oversight regulatory body, the Commission understands that with the
growth of economic activity, industry and population in our service territory, we
have an obligation to the public to maintain our financial integrity and
.inﬁastructure. Reasonably priced, dependable electric power attracts commerce

and people to our state, and hence, maintains and enhances Arizona’s economic

strength.

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?
Yes.

12
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Attachement DEB_1
EXHIBIT A

BEFORE THE
ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION OF DOCKET NO. E-01345A-06-
ARIZONA PUBLIC SERVICE COMPANY FOR
AN EMERGENCY INTERIM RATE INCREASE
AND FOR AN INTERIM AMENDMENT TO
DECISION No. 67744

AFFIDAVIT OF DONALD E. BRANDT

General

1. My name is Donald E. Brandt. I am Executive Vice President and Chief
Financial Officer for both Pinnacle West Capital Corporation (“Pinnacle West™) and
Arizona Public Service Company (“APS” or “Company”). I am responsible for the
finance, treasury, accounting, tax, investor relations, financial planming, and power
marketing and trading functions at Pinnacle West and APS.

2. The assertions of fact contained within the Application of the Company for
emergency interim rate relief and for an interim lifting of the $776.2 million “cap” on
purchased power and fuel cost recovery are true and correct to my knowledge and belief.

3. The purpose of this affidavit also is to testify, from my personal experience
and involvement as the Chief Financial Officer, regarding the financial basis for the
interim rate relief request, Standard & Poor’s (“S&P”) recent downgrade of the APS’s
credit ratings, the likelihood of further adverse actions by the credit rating agencies, and
the impacts on APS and its customers of such actions. If the emergency interim rate
relief is approved, it should prevent a further downgrade of the Company’s credit ratings.
If the emergency interim rate relief requested by the Company is denied, APS’s credit
ratings Iii(ely will be downgraded to below investment grade (i.e., non-investrnent grade

or “junk™). Such an action will have an immediate and dramatic adverse impact on the
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Company and its customers in terms of severely restricted access to financing,
dramatically increased financing costs, and decreased operational flexibility.
Specific Background Facts

4. In Decision No. 67744 (April 7, 2005), the Arizona Corporation
Commission (“Commission”) granted APS a Power Supply Adjustment Mechanism
(“PSA™).

5. The credit rating agencies viewed the approval of the PSA as one of the
critical elements of Decision No. 67744. They viewed the existence of the PSA as
reducing the Company’s ﬁnancigl risk because they recognized that the PSA was
designed to permit APS to. recover its fuel and purchased power costs incurred to serve
customers. On the other hand, the rating agencies were disappointed that the PSA
approved in Decision No. 67744 has certain significant limitations, which S&P referred
to as “structural weaknesses.” S&P Research Update: Outlook on PWCC and APS’s
Ratings to Stable on Resolution of Rate Case (April 1, 2005).

6. The rating agencies based their analysis of Decision No. 67744 on the
belief that the Commission would implement the PSA in a manner that would allow the
Company to recover its fuel and purchased power costs in a timely manner. Thé agencies
noted, however, that if APS were to lose the PSA or fail to receive timely and fair
recovery of its fuel and purchased power costs, APS’s financial profile would be

significantly weakened. As S&P recently noted:

A relatively weak power supply adjustment mechanism, in combination with
rapidly escalating and volatile gas prices, as well as the potential for a
protracted surcharge proccedinﬁ, could cause deterioration in financial
performance which, year to date, has been sub par for the rating.

S&P, Research Summary, Arizona Public Service Co. (October 4, 2005).
7. As I discuss further below, on December 21, 2005, Standard & Poor’s
(“S&P”) downgraded APS’s credit ratings from BBB to BBB-, the absolute lowest
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investment grade credit rating. S&P noted, however, that its decision to maintain APS’s
new, lower credit ratings at “stable” was based on an “expectation that the ACC will
resolve at least a portion of APS’s increasing deferred power costs in January 2006.”
Standard & Poor’s, Research Update: Pinnacle West Capital’s, Arizona Public Service's
Ratings Lowered to '‘BBB-‘; Outlook Stable (December 21, 2005). With the recent
issuance of the Recommended Opinion and Order in Docket No. E-01345A-05-0526, 1
fully expect S&P and Moody’s Investor Services (“Moody’s”) to take negative action on
APS’s credit ratings urﬂess there is some other substantial form of timely rate relief.
Once such negative credit rating actions are taken, it would take dramatic and sustained
regulatory support to reverse them.

8. S&P recently noted that the Company’s “need for fuel cost recovery is
becoming critical.” S&P, Bulletin: No Immediate Rating Change from Draft Deciéion on
Arizona Public Svc. Cost Recovery (January 5, 2006). That need is further highlighted ny
the fact that due to the recent dramatic increases in fuel prices, the Company will reach
the $776.2 million “cap” on fuel and purchased powér costs well before the Commission
will rule on the Company’s pending rate case application. Without the lifting of the “cap”
the Company’s financial situation clearly will worsen even further.

APS’s Financial Condition and Credit Ratings

9. Each year, APS must access the capital markets to issue debt to fund a
portion of the costs of the Company’s infrastructure additions and improvements required
to meet customer needs, including new and upgraded transmission and distribution
facilities, generation pfant improvements, new environmental control systems, and other
service facilities. The Company’s capital expenditure (“CAPX”) budget for 2006 is
approximately $650 million. Over the years 2006 through 2009, the CAPX budget is
more than $3 billion. Over those same years, the Company will need to access the capital

markets to issue over $1 billion of debt to fund the projects that make up that budget,
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even assuming its pending rate request in Docket No. E-01345A-05-0816 is granted in
full and on schedule before year end. ' |

10. The cost that APS must pay for the debt it must issue to fund capital
expenditures is based on the credit ratings it is assigned. Every decrease in APS’s credit
rating increases the cost to the Company, and its customers, for the debt that must be
issued. Those costs increase dramatically when a company’s credit rating falls to a non-
investment (“junk”) grade lével. For that reason, both APS and its customers have a
strong interest in maintaining investment grade cfedit ratings.

11.  Credit rating agencies base their credit ratings of companies on certain
financial criteria that measure a company’s financial health, performance and risk. The
rating agencies have established financial metrics as guidelines for determining a credit
rating. The key financial metric examined by the credit rating agencies is the ratio of
Funds from Operations to debt (“FFO/Debt”). FFO/Debt measures the sufficiency of a
company’s cash flow to service both debt interest and debt principal over time.

12.  As a result of the Company’s continued vinability to collect in a timely
manner a significant portion of ifs fuel and purchased power costs, an imbalance has
developed between cash revenue and cash expense. Due to this deterioration in cash
flow, the FFO/Debt ratio continues to worsen.

13. To maintain a BBB credit rating, S&P expects a company to maintain a
FFO/Debt of 15% to 22% for a Business Profile 5 and 18% to 28% for a Business Profile
6. The Business Profile assigned to a company reflects S&P’s assessment of the business
environment in which the company operates, on a scale where | represents the least risky
environment from an investment perspective and 10 the most risky. _

14. On December 21, 2005, S&P changed APS to a Business Profile 6,
reflecting its assessment that APS faces increased regulatory risk. S&P also downgraded
APS’s debt as follows:
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From  Te
Senior Unsecured Debt BBB BBB-
Secured Lease Obligation BBB BBB-
Commercial Paper A-2 A-3
Ratings Outlook Stable Stable

15.  S&P expressed concern “that the Arizona Corporation Commission (ACC)
is not expeditiously addressing APS’s growing fuel and purchased-power cost
deferrals....” S&P, Research Update: Pinnacle West Capifal 'S, Arfzona Public Service’s
Ratings Lowered to ‘BBB-‘; Outlook Stable (December 21, 2005). Put simply, S&P
downgraded APS because of the substantial cash flow deficiency caused by the
Company’s inability to timely recover its rapidly escalating fuel and purchased power
costs. Moreover, the “stable” ratings outlook was conditioned on S&P’s expectation that
the Commission would take steps to resolve some of the Company’s deferred power costs
in January 2006 in a positive manner, as well as take other steps to shore up the
Compémy’s financial metrics.

16.  Without the approval of the emergency interim rate relief requested by the
Company, APS’s financial condition will suffer severe and continued deterioration, likely
resulting in a credit ratings downgrade to the non-investment grade level.  If the interim
rate relief is denied, APS’s FFO/Debt remains in the BB “junk bond” range at 16.0% at
the end of 2006, even if the $80 million surcharge is granted in the first quarter of 2006
and the PSA adjustor takes place on April 1, 2006. If the $80 million surcharge and the

"April 1, 2006 PSA adjustment are not granted, the Company’s FFO/Debt declines even

further to end 2006 at 13.3%, which is almost at the single B level.
17.  The December 21, 2005 S&P rating action has placed APS’s credit rating
in the bottom quartile of all U.S. utilities. APS’s borrowing costs have increased $1

million per year as a result of the S&P downgrade to BBB-. The increased costs are as a
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result of higher interest rates on commercial paper borrowings and increased bank facility
costs. In addition, APS will incur an incremental 10-50 basis points or $100,000 to
$500,000 in additional interest costs per year for each $100 million of long-term
borrowing that is needed. Further, the downgrade has imposed onerous restrictions on
the Company’s ability to access funds needed for its construction program.

Potential Future Adverse Credit Rating Actions

18.  Absent emergency interim rate relief, as requested in the Application, I
believe that APS likely will be further downgraded to non-investment grade, “junk bond”
status. Such a negative rating aétion will result in dramatic negative impacts to APS and
its customers.

19  Once a utility is rated below investment grade, financing alternatives
become extremely limited and the costs are exorbitant. In addition, at times the market
for non-investment grade debt, the so-called “high-yield” or “junk bond” market, is
closed for indefinite periods of time. If APS were to fall to a “junk” credit rating, there is
absolutely no reason to have any confidence that APS could successfully issue the
billions of dollars of “junk” bonds that would be required over the next ten years.

20. Any further degradation in APS’s credit ratings from its current BBB-
rating to below investment grade would cause an immediate additional annual increase in
interest expense in the range of $10 million to $15 million. The amount of additional
annual interest expense would grow to $115 million to $230 million by 2015. On a
cumulative basis, this translates to an additional $625 million to $1.2 billion in interest
expense between 2006 and 2015 — an increase that eventually would be passed onto
customers. (The ranges of additional interest expense reflect estimated financing costs
calculated using the upper and lower limits of historical interest rates for non-investment
grade utility debt financings.) The impact of a downgrading from APS’s current credit

rating to non-investment grade would be costly on the following fronts:
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Over the next ten years APS will need to issue almost $5 billion of
additional long-term debt to finance essential generation, environmental
control, transmission and distribution construction programs and to
refinance existing long-term debt as it matures. APS would have no

alternative but to turn to the “junk” bond market to finance this capital

need. As a result, by 2015, the Company’s annual financing costs that are
recoverable from customers would increase between $110 million and $225
million over what they would have been if APS had not suffered the credit

ratings downgrade to “junk” status.

" APS has $539 million of tax-exempt debt outstanding under remarketing

programs whereby the seéurities are effectively issued with a daily or
weekly maturity, with the intention that the securities will be continuously
remarketed until their ultimate maturities in 2024 through 2034. The
annual interest rate on this debt currently is in the 3.0% area. Thus, the
Company currently is able to take advantage of extremely attractive short-
term, tax-exempt interest rates, under the “umbrella” of a very long-term
debt instrument. This debt requires bank letters of credit (“LOCs”) or
insurance to support its creditworthiness. The LOCs and insurance pricing
are based on APS’s credit ratings. Any further degradation in the ratings
would increase such costs. Additionally, the investors would require a
highér yield due to the increased risk associated with the lower ratings. The
increased fees and additional interest would increase financing costs an
additional $4 million per year that would need to be recovered from
customers.

Given the seasonal nature of APS’s cash flows, there is a heavy reliance on

commercial paper for working capital needs. APS expects to average about
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$200 million of commercial paper outstanding and could face peak liquidity
needs of up to $400 million. As a result of the recent downgrade by S&P,
APS’s access to the commercial paper markets has been extremely
curtailed. APS’s commercial paper rating is currently A-3 and P-2 by S&P
and Moody’s, respectively. There is a significant investor base whose
investment policies prohibit investments in “Third Tier” (A-3) paper.
Given that limited investor base, APS can no longer count on daily liquidity
and, at best, can borrow up to one week, whereas typically commercial
paper can be issued up to one year. If APS were further downgraded to
non-investment grade, its access to the commercial paper market would be
eliminated. At a non-investment grade ratings level, there are no investors
for commercial paper. Thus, the daily liquidity that the commercial paper
market offers would be lost. Rather than taking advantage of the daily
flexibility afforded by the commercial paper markets, APS would be forced
to tum to its more costly revolving credit agreement to satisfy its daily
working capital needs. Such a situation would increase APS’s overall cost
of borrowing by about $1 million per year, ultimately leading to increased
costs for APS’s customers.

A credit rating downgrade to “junk” would bring about additional negative

impacts that, while difficult to quantify, carry the following additional costs and risks:

I

APS places significant reliance on bank credit agreements that are subject
to renewal on a periodic basis. The non-investment grade credit rating and |
forecasted weak cash flow and financial metrics, along with the
unsupportive regulatory environment, would cause most banks to “run for
the hills” when the credit agreements were up for renewal. The few banks

that might renew would charge significantly higher prices and would add
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extremely onerous covenants that, in the event of further financial stress,
-could potentially take APS to the brink of default and bankruptcy.

ii. APS’s marketing and trading function would suffer as a result of the
downgrade of APS to a non-investment grade rating. As is typical in the
energy trading bﬁsiness, most of APS’s agreements with energy trading
counterparties require, in the event of a downgrade that would take APS’s
credit rating below investment grade, that APS provide the counterparty
with cash collateral to cover the difference between the contract price and
the then-existing market price of the commodity. . These contractual
provisions are referred to as “collateral calls.” This could place a significant
liquidity strain on APS at a time when the Company is least able to access
the markets.

iii.  In addition to cash collateral calls, energy trading counterparties place other
onerous terms on their dealings with non-investment grade companies. APS
would be forced to prepay for a large amount of the Company’s power plant
fuel needs. Any form of longer-term commodity agreement would require
the Company to provide up-front cash collateral. APS’s costs of doing
business in the wholesale markets would increase significantly and make it
much more difficult to hedge the Company’s commodity positibns, further
increasing the Company’s risk profile.

The $776.2 Million “Cép” on Fuel and Purchased Power
22.  InDecision No. 67744, the Commission imposed a $776.2 million “cap” on
the amount of fuel and purchased power costs that the Company may pass through to
customers. As a result of the recent and dramatic increases in fuel and purchased power
costs, the Company will hit that “cap” later this year, far sooner than anyone had

anticipated.
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23.  Unless a decision is reached in APS’s pending rate case, Docket No. E-
01345A-05-0816, before year end 2006 that permanently lifts that cap, APS will be
forced to forgo recovery of over $65 million in costs that were prudently incurred to
provide sérvice to its customers. Such an event would further increase the risk that APS
would be downgraded to non-investment grade.

This concludes my affidavit.

State of Arizona )
) ss.
County of Maricopa )
I, Donald E. Brandt, having been first duly sworn, state that I have read the

foregoing affidavit and that the same is true and correct to the best of my knowledge,

information and belief. Mw ( g ?
_A

" Donald¥. andz

Subscribed and sworn before me this 6™ day of January, 20

8y, _ OFFICIAL SEAL
i 8 NORANN ASCIUTTD §
R J/ o=y Public - State of Artzans |
MARICOPA COUNTY

_ !m. Axpltes Feb. 13, 2008
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Exhibit-B
ADJUSTMENT SCHEDULE IR-1
INTERIM RATE ADJUSTMENT

APPLICATION

The Interim Rate Adjustment (“IR~1") charge shall apply to all Standard Offer retail electric schedules, with the
exception of Rate Schedules Solar-1, Solar-2, SP-1, and E-36. All provisions of the customer's current applicable
rate schedule will apply in addition to this charge.

INTERIM ADJUSTME

In accordance with A.C.C. Decision No. XXXX, an interim rate adjustment wi)l be made through the IR-1 charge.
The adjustment will be applied to all kilowatthour sales under applicable electric schedules.

RATE

The charge shall be calculated at the following rate:

IR-1 Charge
AllkWh 50011161 perkwh
ARJZONA PUBLIC SERVICE COMPM A.CC. No. XXX
Phoenix, Arizona Adjustment Schedule IR-1
Filed by: David J. Rumolo Original
Title: Manager, Regulation and Pricing . Effective: XXXX

Page 1 of 1
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Exhibit-B page 2

The following language shall be inserted as a separate paragraph in the “Adjustments”
section of all applicable rate schedules:

“The bill is subject to the Interim Rate Adjustment factor as set forth in the Company’s
Rate Schedule IR-1 pursuant to Arizona Corporation Commission Decision No.
XXXXX.”

Rate schedules to be revised are as follows:

E-10
E-12
EC-1
ECT-IR
ET-1
E-20
E-21
E-22
E-23
E-24
E-30
E-32
E-32TOU
E-34
E-35
E-38
E-38-8T
E-40
E-47
E-51
E-52
E-55
E-8
E-59
E-67
E-221
E-221-8T
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REBUTTAL TESTIMONY OF DONALD E. BRANDT
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-06-0009)

INTRODUCTION
PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION.

My name is Donald E. Brandt. 1 am Executive Vice President and Chief
Financial Officer for both Pinnacle West Capital Corporation (“Pinnacle West™)
and Arizona Public Service Company (“APS” or “Company”). I am responsible
for the finance, treasury, accounting, tax, investor relations, financial planning,
and power marketing and trading functions at Pinnacle West and APS. My
business address is 400 North 5th Street, Phoenix, Arizona, 85004.

HAVE YOU ALREADY OFFERED TESTIMONY IN THIS
PROCEEDING?

Yes, my affidavit dated January 6, 2006, was offered in support of APS’
application for an emergency interim rate increase. [ submitted supplemental

direct testimony on January 20, 2006.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

My testimony is offered in rebuttal to the written testimony filed by Staff on
February 28, 2006, the written testimony filed by the Residential Utility
Consumer Office (“RUCO”) on February 28, 2006, and the written testimony
filed by Phelps Dodge Mining Company and Arizonans for Electric Choice and
Competition (collectively “Phelps Dodge™) on February 28, 2006. In particular,
my rebuttal testimony responds to the contentions by Staff witnesses Ralph C.
Smith and J. Randall Woolridge and RUCO witness Marylee Diaz Cortez that

APS is not experiencing a financial emergency that warrants emergency interim
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II.

rate relief to recover increased fuel and purchased power costs. My rebuttal
testimony also responds to the alternative suggestion made by Staff witnesses to
resolve APS’ financial emergency by permitting the Company to file quarterly
PSA surcharge applications that would be processed by Staff and the Arizona
Corporation Commission (the “Commission”) on a proposed accelerated basis.
In addition, my testimony responds to the contentions by Phelps Dodge witness
Kevin Higgins that an interim rate increase of $126 million in 2006 will suffice.
My testimony will alsd identify those areas of the testimony filed by Staff and

others with which APS agrees.

SUMMARY

PLEASE SUMMARIZE YOUR TESTIMONY.

The Company confronts an emergency situation and critically needs timely
action by the Commission permitting the Company to recover its fuel and
purchased power costs on a current basis. Without such action, the Company
faces a continuation of its cash flow crisis and the very real and substantial risk
of a downgrade of its credit ratings to non-investment “junk” grade levels. The
credit rating agencies have made it clear in their recent reports about Company
that the partial relief granted by the Commission in its order of January 25,
2006, will not cure the cost-recovery issues facing the Company. Furthermore,
the agencies will look to the Commission for near-term, meaningful relief to
deal promptly with APS’ cost recovery woes to prevent further credit rating

downgrades.

In that regard, the written testimony of Staff witnesses Smith and Woolridge and
RUCO witness Diaz Cortez misinterprets the recent statements of the rating

agencies about the status of the Company’s credit ratings. Their testimony
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therefore seriously understates the risk and the likelihood of a further downgrade
of the Company’s credit ratings absent meaningful action by the Commission in
this proceeding. Even the contention by Phelps Dodge witness Higgins that an
interim rate increase of only $126 million will stave off further downgrades by
the rating agencies relies on incorrect assumptions and asks the Commission to
expose APS to risks neither fiscally sound nor consistent with best regulatory

practice.

Quite plainly, rating agencies expect APS to be able to recover the full amount

‘of its prudently incurred fuel and purchased power costs on a current basis in

order to ensure that APS’ credit metrics remain sound. Nothing short of such
full and timely recovery will eliminate the concern and the corresponding risk
that APS’ credit ratings will be downgraded to “junk™ status. At risk are added
interest expense and other costs to ratepayers of more than $1 billion over the
next decade and reduced access to capital critical to maintaining adequate

service as our customer base grows.

Furthermore, while I previously have characterized APS’ predicament as a “cash
flow crisis,” the written testimony of Staff witnesses Smith and Woolridge and
RUCO witness Diaz Cortez have obscured the core issue by their imprecise use,
and treatment as synonymous, of such terms as “liquidity crisis,” “cash crisis,”
“default” and “financial crisis.” For clarity, allow me to summarize and explain

precisely the issue at hand:

Non-Issues:
) Cash on hand
. Liquidity
) Default under bond indentures
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. Default under credit agreements

The Core Issue:

o As a result of the imbalance between base fuel revenues and the
significantly higher current fuel and purchased power costs, there
exists an extremely high probability that one or more credit rating
agencies will downgrade APS’ credit ratings to a non-investment
grade “junk” level. Such an avoidable and regrettable result will
force APS and its customers to pay over $1 billion of additional
interest and fees over the next 10 years. Additionally, such a
credit downgrade would severely restrict APS’ future access to the
capital that will be necessary to serve our growing service
territory.

In addition, Staff witness Smith offers what I believe is illusory comfort when
he says (see Smith testimony at p. 18), “No, it does not™ appear probable that
APS’ debt will be downgraded to “junk™ status if the ACC does not grant the
$299 million emergency rate increase requested by APS. Similarly, Staff
witness Woolridge incorrectly asserts (see Woolridge testimony p. 2) that

“,..recent reports from rating agencies and investment firms suggest that recent

actions of the ACC appear to have stabilized the situation.” These statements

stand in marked contrast to the plain meaning of the following statements from a
few of the most prestigious investment firms, elaborated on later in my
testimony:

e Lehman Bothers: “...APS’s credit metrics remain in junk
territory...”

e Bank of America: “The cost of a downgrade to junk would be
astronomical for customers”

o Bank of America: “If APS is unsuccessful in obtaining additional
cash through interim rate relief, we are very concerned that S&P and
the other agencies will take further action.”

[3

e Regulatory Research Associates:
of deteriorating cash flow...”

‘... This regulatory lag is a source
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e Citigroup: “...If the ACC continues...the situation could lead to a
further credit downgrade...”

e Lehman Brothers: “This will leave PNW...at risk for further credit
downgrades to below the investment grade level.”

o Bank of America: “The credit ratings of the...utility have come
under pressure of late...”

If APS’ credit ratings are downgraded to a non-investment “junk” grade level —

for the first time in its 100-plus year history, APS would join with only four'

other investor-owned, regulated electric utilities in the U.S. whose debt

securities are rated non-investment “junk™ grade. As APS witness and noted

economist Elliott Pollack states in his rebuttal testimony, such a result would

have significant negative consequences not just for APS and its customers, but .

also the entire State of Arizona.

Finally, I will address in my rebuttal testimony the separate alternative proposals
made by Staff and by Phelps Dodge witness Higgins that recognize that some
emergency rate relief and/or current cost recovery is warranted and necessary --
with Mr. Higgins suggesting an interim rate increase equal to $126 million
(7.8%) and Staff suggesting expedited quarterly surcharges beginning June 30,
2006. As I will explain, neither of these separate proposals is a sufficient
alternative to the emergency rate relief requested by APS, and even combining
these alternative proposals (while certainly better than the status quo) entails
significant risk that they will not be viewed as an adequate measure to deal with
the mounting cash flow crisis that has APS on the brink of a non-investment

“junk” grade credit rating.

1

Nevada Power, Sierra Pacific Power, Allegheny Energy, and Westar Energy.
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PLEASE IDENTIFY OR SUMMARIZE THOSE PORTIONS OF THE
TESTIMONY FILED BY STAFF AND OTHERS ON FEBRUARY 28,
2006, WITH WHICH YOU AGREE.

First, the Staff witnesses acknowledge that the downgrading of APS’ credit
ratings to “junk™ status would not be a “desirable outcome” and would result in
increased borrowing costs for the Company. It would also impede the
Company’s access to credit, and ultimately increase costs for ratepayers. (See
Smith testimony at p.18 and Woolridge testimony at p. 9.) The Company agrees

with these statements, but the Company stresses that the financial impact on

APS and ratepayers of such a downgrade to “junk™ status far exceeds what these

Staff witnesses have conceded. Second, the Company agrees with Staff that the
$776.2 million cap on fuel and purchased power costs referenced in Commission
Decision 67744 was not intended to deny APS recovery of prudently incurred
fuel and purchased power costs, that such costs in excess of the cap should
continue to be deferred for review in the pending general rate case filed by APS,
and that any failure by the Commission to defer those costs in excess of the cap
for recovery in the general rate case would greatly exacerbate the financial
emergency that the Company faces in the eyes of the credit rating agencies.
(See Smith testimony pp. 8-13.) Third, the Company agrees that no surety bond
(or only a nominal surety bond) is necessary to assure repayment of aﬂy
potential refunds in connection with the emergency interim rate relief requested
by the Company. (See Smith testimony pp. 21-22.) Fourth, the Company
agrees with Phelps Dodge witness Higgins that some emergency rate relief is
warranted at this time (albeit not the “bare minimum” 7.8%, $126 million,

increase proposed by Mr. Higgins). (See Higgins testimony pp.3-4.)
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WITHOUT THE EMERGENCY RATE RELIEF APS SEEKS. THERE IS A
VERY REAL RISK AND SUBSTANTIAL LIKELIHOOD THAT THE
COMPANY’S CREDIT RATINGS WILL BE DOWNGRADED.

WHAT IS THE COMPANY'S CURRENT FINANCIAL CONDITION?

APS confronts a financial emergency. We face an unprecedented mismatch
between our recovery of purchased power and fuel costs and the bills we must
pay to supply power to our customers. This cash flow crisis puts us on the brink
of non-investment “junk™ grade credit ratings.

YOU STATE THAT APS IS EXPERIENCING A CASH FLOW CRISIS. IS
THIS THE SAME THING AS A LIQUIDITY CRISIS? IF NOT, PLEASE
EXPLAIN THE DIFFERENCE.

There is a significant difference between a cash flow crisis and a liquidity crisis,
although several of the witnesses seem to assume they mean the same thing and
have the same implications to credit quality. Liquidity crisis means a company’s
inability to pay its current bills as they come due. APS definitely does not have
a liquidity crisis. We have access to the short-term and long-term capital
markets at this time so we can raise the money needed to pay our bills.
However, APS currently faces a significant cash flow crisis because of the
mismatch between our cash inflows and outflows. The income statement masks
the problem because the excess purchased power and fuel costs are being
deferred so it appears the Company’s financial condition remains viable. But
APS has to borrow in order to pay its current purchased power and fuel bills.
This situation leads to an inevitable, progressive and quickening deterioration in
our financial health. Of necessity, therefore, both APS executive management
and the rating agencies focus intensely on the timely and adequate recovery of
fuel costs. Staff witness Woolridge cites the testimony of APS President Jack

Davis at the January 2006 Commission hearing in which Mr. Davis correctly
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notes that the rating agencies “have not expressed concern over APS’ current
liquidity situation,” and Mr. Woolridge concludes from this that “APS appears
not to believe the ‘financial crisis’ story that it once proclaimed.” (See
Woolridge testimony p.5.) Mr. Woolridge, however, has confused “liquidity”
with cost recovery on a current basis. As Mr. Davis explained in his January
testimony, the rating agencies have great concern about APS’ ability to recover
fuel and purchased power costs on a timely basis, rather than liquidity, and this
carries with it the real potential for a further downgrade of APS’ credit ratings.
Without an immediate rate increase, our cash flow crisis will continue which
almost certainly will lead to a downgrading of our credit ratings.

IN ORDER TO GAIN A BETTER UNDERSTANDING OF THE
LIKELTHOOD OF A CREDIT RATINGS DOWNGRADE, COULD YOU
PLEASE EXPLAIN WHAT A CREDIT RATING AGENCY DOES?

A credit rating agency provides opinions on the creditworthiness of an entity and
its financial obligations (such as bonds, preferred stock, and commercial paper).
Pursuant to its regulations, the U.S. Securities and Exchange Commission
(“SEC™) has denominated four of these credit rating agencies “Nationally
Recognized Statistical Rating Organizations” or “NRSROs.” The SEC currently
includes as NRSROs Standard & Poor’s (“S&P”), Moody’s Investors Service
(“Moody’s™), Fitch, Inc. (“Fifch”), and Dominion Bond Rating Services Ltd..

Generally, long-term debt credit ratings distinguish between investment grade
and non-investment grade. For example, a credit rating agency may assign a
“AAA” credit rating as its top investment grade rating for corporate bonds and a
“BB” credit rating or below for non-investment grade or “junk” corporate bonds.

Rating designations of both Fitch and S&P have “BBB-” as the lowest
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investment grade rating and “BB+” as the highest non-investment grade rating.

Comparable rating designations of Moody’s are “Baa3” and “Bal”, respectively.

Commercial paper” credit ratings are designated by S&P as “A-17, “A-2”, “A-
37, and “B”, with “A-1” indicating the highest quality rating and “B” being at
the low end of the spectrum. Moody’s has comparable ratings designations of
“Prime-17, “Prime-2”, “Prime-3”, and “Not Prime” (abbreviated as “P-1”, “P-
27, “P-3”, and “NP”). Critically, no market has developed for commercial paper
rated below “A-3” by S&P or “P-3” by Moody’s, and even the A-3/P-3 market
is of recent origin and lacks the liquidity of the market for higher grades of

commercial paper.

WHICH CREDIT RATING AGENCIES ISSUE CREDIT RATINGS ON
APS’DEBT?

Moody’s, S&P, and Fitch issue credit ratings on APS’ debt. Moody’s and S&P
both issue credit ratings under a formal relationship under which they have
access to the Company’s nonpublic financial forecasts and data for their
independent analytical purposes. Fitch issues credit ratings on APS based solely

on its access to publicly available financial information, data and news.

Within the publicly traded debt markets, Moody’s and S&P have the greatest
influence. With rare exception, every mutual fund, insurance company, and
other institutional debt investor require an entity to obtain credit ratings from
Moody’s and S&P before they will consider an investment in that entity’s debt

securities.

2

Commercial paper is a short-term, unsecured promissory note with a maturity ranging from 1 to 270 days commonly issued by

corporations to finance working capital requirements. Because the notes are unsecured, large corporations with investment grade credit
ratings dominate the commercial paper market.
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Q. WHAT ARE THE CURRENT CREDIT RATINGS FOR APS?

A. The table below lists the current credit ratings:

Moody’s . S&P
Senior Unsecured Debt Baal BBB-
Secured Lease Obligation Baal BBB-
Bonds
Commercial Paper P-2 A-3
Ratings Outlook Under Review Stable*
For Possible
Downgrade’

Within the spectrum of investment grade debt, the financial markets consider

these above ratings lJow investment grade.

Q. YOU MENTIONED THAT THE COMPANY NEEDS TO MEET
CERTAIN FINANCIAL CRITERIA TO MAINTAIN ITS CREDIT
RATINGS. WHAT ARE THESE FINANCIAL CRITERIA AND HOW DO
THEY IMPACT THE COMPANY’S RATINGS?

A. Credit rating agencies have established certain financial results and ratios
(“metrics™) as guidelines for determining a credit rating. For example, the
published primary financial metrics required by S&P for a company with a
business profile ‘6’ to maintain “BBB” and “BB” category ratings are as

follows:

3 A RUR (Rating(s) Under Review) designation indicates that the issuer has one or more ratings under review for possible change in the

short term.

4 “Ratings Outlook™ assesses the possible direction of a rating over the intermediate term (typically six months to two years). “Positive”

indicates ratings may be raised; “Negative” indicates ratings may be lowered; and “Stable” indicates ratings are not expected to change absent
some positive or negative event. The current “Stable” outiook by S&P is contingent upon “sustained regulatory support that adequately
addresses the growing deferrals [of fuel and purchased power costs].” S&P Research Update dated January 26, 2006.

10
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Business Profile 6

BBB BB
LS w
Funds From Opgratlons interest coverage (“FFO 42-3.0 3.0-2.0
Interest Coverage™)
Funds From Operations to Debt (“FFO/Debt™) 28% - 18% 18% - 12%
Debt to Capital 48% - 58% 58% - 62%

WHY DO THE RATING AGENCIES CONSIDER THE FINANCIAL
CRITERIA IMPORTANT?

Financial criteria measure a company’s financial health, performance and risk.
Although a strong relationship exists between earnings and cash flow, analysis
of cash flow can reveal debt-servicing capability either stronger or weaker than
otherwise apparent from earnings ratios. Thus, financial analysts use the FFO
interest coverage ratio to measure the sufficiency of a company’s cash flow to
pay its interest costs. Debt to Capital measures a company’s leverage.
FFO/Debt measures the sufficiency of a company’s cash flow to service both
debt components - interest and debt principal - over time. FFO/Debt captures
aspects of both interest coverage and the degree of leverage and, consequently,
carries the most weight with the credit rating agencies in determining ratings.
The FFO/Debt ratio is the only financial ratio that Moody’s specifically cites in
describing the reasons for their rating outlook on January 11, 2006. Attachment
DEB-19. In its report dated January 24, 2006, S&P cites all three ratios but
specifies that the FFO/Debt ratio is an important metric for Standard & Poor’s.
Attachment DEB-21.

5

Funds From Operations (“FFO™) is net income plus non-cash expense items such as depreciation and deferred income taxes, less non-

cash income items such as fuel deferrals. Dividends are not determinate of FFO.

11
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IF THE PROPOSED RATES ARE IMPLEMENTED ON MAY 1, 2006,
HOW DO APS’ FINANCIAL METRICS COMPARE WITH THOSE
NEEDED TO MAINTAIN INVESTMENT GRADE RATINGS?

Should the Commission allow the implementation of the proposed rates on May
1, 2006, as well as approving APS' pending surcharge applications to go into
effect on May 1 and July 1, 2006, the Company’s financial metrics will improve
and we should maintain our investment grade ratings. The Interest Coverage
ratio improves from 3.3 times in 2005 to 4.2 times in 2006. The FFO/Debt ratio
improves to 20.6% in 2006 which places it at the lower end of the acceptable
range. The Debt to Capital ratio in this case deteriorates to 51.9% in 2006
because capital expenditures exceed intemally generated cash flows. (The first
three ratios set forth in Attachment DEB-1 and Attachment DEB-2 reflect the
effects of including imputed debt and interest expense attributable to purchased
power agreements and to the Palo Verde Unit 2 sale and leaseback, which are
adjustments made by the rating agencies.) ROE remains very weak in 2006 at
8.3% which is well below the Company's approved 10.25% return on equity.

IN DETERMINING CREDIT RATINGS, DO THE CREDIT RATING
AGENCIES LOOK AT MORE THAN THE FINANCIAL METRICS YOU
DETAILED ABOVE?

Yes. The determination of credit ratings includes more than financial ratio
analysis. Witnesses Smith, Woolridge and Diaz Cortez all state that the
FFO/Debt ratio is not the only factor considered by the agencies. I agree with
those statements but not with their conclusions based on such statements. The
agencies determine their ratings based on a variety of both quantitative and
qualitative factors. For their quantitative anélysis, the agencies look not only at

the financial metrics of a company, but also at significant trends in financial

performance. They review financial projections and make an independent

12




assessment of the likelihood of various future financial scenarios. The agencies

look for financial metrics that stay within the specified target ranges.

In addition to the quantitative analysis, the agencies perform an extensive
qualitative analysis. The rating agencies assess the regulatory environment in
which a regulated utility operates, the various business and financial risks a
company faces, and the utility’s management and prior track record. After
analyzing these quantitative and qualitative factors, the rating agencies
determine a company’s credit ratings. Moody’s addresses this aspect of credit
ratings on its website (Moodys.com):

Because it involves a look into the future, credit rating is by
nature subjective. = Moreover, because long-term credit
judgments involve so many factors unique to particular
industries, issuers, and countries, we believe that any attempt
to reduce credit rating to a formulaic methodology would ll)De
misleading and would lead to serious mistakes.

That is why Moody’s uses a multidisciplinary or “universal”
approach to risk analysis, which aims to bring an
understanding of al/ relevant risk factors and viewpoints to
every rating analysis. Attachment DEB-3

HOW IMPORTANT IS THE REGULATORY ENVIRONMENT TO A
RATING AGENCY’S QUALITATIVE ANALYSIS?

Rating agencies view the regulatory environment as a major factor in evaluating
companies. In an article New York Regulators’ Consistency Supports Electric
Utility Credit Quality dated August 15, 2005, S&P states:

Regulation defines the environment in which a utility
operates and greatly influences a company’s financial
performance...To be viewed positively, regulatory treatment
should be timely and allow consistent performance over time,
given the importance of financial stability as a rating
consideration.” Attachment DEB-4

13
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In another article Industry Report Card: U.S. Electric/Water/Gas™ dated July 6,
2005, S&P provides an overview of utilities’ ratings and opens the report by
stating, “[r]egulatory rulings have once again become a dominant factor in

companies’ credit quality." Attachment DEB-5

Wachovia Securities, in a report Utilities: The Dark Side of ‘Back to Basics’
dated April 5, 2005, discussed the consequences of rising capital spending and
the need for rate relief:

Utilities are coming to regulators for rate increases to recover
higher fuel prices, the cost of compliance with new
environmental regulations, and investments for reliability
improvements and for customer growth. With higher utility
spending and the rising cost of fuel, electric utility revenue
requirements are likely to grow faster than the general level
of inflation for many years. Attachment DEB-6

WHAT IS THE CURRENT STATUS OF APS’ CREDIT RATINGS?

APS’ credit ratings are currently in the investment grade range (“BBB-” by S&P
and “Baal” by Moody’s). On December 21, 2005, S&P downgraded APS’
credit ratings from “BBB” to “BBB-”, the absolute lowest investment grade
credit rating. @ S&P expressed concern “that the Arizona Corporation
Commission (ACC) is not expeditiously addressing APS’ growing fuel and
purchased-power cost deferrals....” S&P also noted that its decision to
characterize APS’ new, lower credit ratings as “stable” assumed “that the ACC
will resolve at least a portion of APS’s increasing deferred power costs in
January 2006.” S&P’s Research Update: Pinnacle West Capitals, Arizona
Public Service'’s Ratings Lowered to ‘BBB-’; Outlook Stable dated December 21,
2005. Attachment DEB-7. On January 26, 2006, S&P affirmed the Company’s

credit ratings “following the generally constructive decisions made by the

14
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Arizona Corporation Commission (ACC) on Jan. 25... The stable outlook is
premised on the ACC providing sustained regulatory support that adequately
addresses building deferrals. Negative rating actions could result if regulatory
support does not continue, or if market forces or operational issues lead to
significant increases in the expected 2006 deferral level.” S&P’s Research
Update: APS, PWCC's ‘BBB-’ Corporaté Credit Ratings Affirmed On ACC Vote
But Challenges Continue dated January 26, 2006. Attachment DEB-8

On January 10, 2006, Moody’s placed the long-term ratings of APS under
review for possible downgrade. The agency declared that an uncertain
reguiatory environment in combination with the absence of timely recovery of
increased fuel and purchased power costs precipitated this action. In its article
Moody’s Places The Debt Ratings of Pinnacle West (Sr. Uns. Baa2) And
Arizona Public Service Co. (Sr. Uns. Baal) Under Review For Downgrade
dated January 10, 2006, Moody’s wrote:

The review is prompted by deterioration in the company’s
current and projected financial metrics as a result of increased
fuel and purchased power costs that the company has not
been able to recover on a timely basis....

The review will focus on the outcomes of the various rate
requests that APS has filed or is expected to file with Arizona
Corporation Commission (ACC). Due to the substantial
increase in market prices of fuel and electricity, APS is
experiencing sharp cost increases. The magnitude of rate
increases needed to cover these costs is sufficiently large to
be likely to trigger regulatory and ratepayer resistance. In this
context the recommendation by the administrative law judge
does not bode well for full and timely recovery of increased
costs....

There remains a significant amount of uncertainty
surrounding the ultimate amount of cash that APS and

15
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Pinnacle will generate in 2006. APS and Pinnacle’s financial
strength are highly dependent upon timely implementation of
cost recovery mechanisms....

Beyond 2006, supportive regulatory treatment remains key to
the company’s ability to maintain financial strength in light of
significant needs for capital investment to serve a growing
service territory. Attachment DEB-9

On January 30, 2006 — five days after the Commission hearing on January 25,
2006 — Fitch Inc. downgraded APS from BBB+ to BBB and indicated that a
further downgrade might be warranted if the Commission does not address the
significant cash flow volatility and working capital requirements caused by high

and rising natural gas commodity costs. Attachment DEB-10

WHAT WOULD BE THE IMPACT ON THE COMPANY’S FINANCIAL
CONDITION SHOULD THE COMMISSION REJECT OR
SUBSTANTIALLY REDUCE APS’ RATE REQUEST?

APS’ financial condition would suffer prompt, severe and continued
deterioration, resulting in a credit ratings downgrade to the non-investment
“junk” grade level. In Attachment DEB-2, I show APS financial metrics -
assuming denial of the interim rate relief and APS' pending surcharge
applications. Interest Coverage remains flat from 2005 to 2006 at 3.3 times.
FFO/Debt ends 2006 at 15.1% which is significantly below the lower limit of
the acceptable range. After improving in 2005 due to Pinnacle West's equity
infusions of $250 million into APS, 2006 Debt to Capital worsens to 53.1%
despite Pinnacle West's equity infusion of $210 million in January of 2006.
ROE remains very Weak in 2006 at 7.8% compared to the Company's approved

rate of return on equity of 10.25%.

Moody’s noted in its Rating Action dated January 10, 2006:

16
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The ratings of APS and Pinnacle are likely to be downgraded
unless there are clear signals that APS will receive timely and
full recovery of its increased costs such that we would expect
their credit metrics to return to levels commensurate with
those of similarly rated utility companies. Attachment DEB-9

The ratings agencies consider trends as well as the absolute level of the financial
metrics. The rating agencies have already drawn negative inferences from the
protracted time required to obtain cash recovery of deferrals and the resultant
deterioration of APS’ financial health.

COULD APS RETAIN ITS INVESTMENT GRADE CREDIT RATINGS
UNDER THE ABOVE CIRCUMSTANCES?

No. APS’ credit ratings would very likely fall below investment grade. First,
financial metrics alone would not support a continued “BBB” rating, especially
in light of the continued trend of deterioration. Second, the Company could not
demonstrate to the rating agencies any prospect of stopping further declines in
its financial condition. The Company’s financial situation would be further
exacerbated should it not receive timely and fair recovery of its fuel and
purchased power costs under the pending interim emergency rate request.

HOW IMPORTANT IS TIMELY AND SUFFICIENT RATE RELIEF TO
APS’ INVESTMENT GRADE CREDIT RATINGS?

It is of utmost importance. As APS witness Steve Fetter discusses in more detail
in his rebuttal testimony and as I have already reviewed, rating agencies monitor
more than just the financial metrics. They also look at qualitative factors,
ranking regulatory treatment one of the most important. S&P and Moody’s have
cited regulatory uncertainty as a source of credit challenge for APS. In its
Research Summary: Arizona Public Service Co., dated June 24, 2005, S&P

noted:

17
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APS’ near-term challenges are largely related to regulatory
lag. Timely recovery of costs incurred in the rate base will
remain challenging for the utility....

The failure of PWCC or APS to meet expected financial
results in 2005 and 2006, particularly in light of the weakening
in consolidated and utility credit metrics in 2004, could lead to
a downward revision of the outlook or a ratings change.
Downward pressure on the ratings will occur if APS incurs
significant power or fuel cost deferrals in excess of the fuel
and purchased power adjuster’s limitations. Any positive
rating action is unlikely in the near term given the financial
metrics and the longer-term risks that the limitations placed on
APS’ power supply adjuster present. Attachment DEB-11

In addition, Moody’s Analysis: Pinnacle West Capital Corporation dated May
2005, cites the regulatory environment in Arizona as unpredictable and

describes it as a credit challenge. Attachment DEB-12

The rating agencies would regard the failure by this Commission to recognize
the need for the rate relief contained in this request as an extremely significant
negative. Such action could be interpreted by the rating agencies as indicating
that the Commission will neither support APS taking the steps necessary to
ensure the reliability of its system and timely address the needs of its customers

nor to take measures to help the Company safeguard its financial integrity.

HOW IMPORTANT WAS THE COMMISSION'S APPROVAL OF THE
PSA FROM THE RATING AGENCIES’ PERSPECTIVES?

The credit rating agencies viewed the approval of the PSA as one of the critical
elements of the last rate case decision (the other two being the approval of the
transfer of the PWEC assets and the modest rate increase). In its April 27, 2005,
Rating Action: Pinnacle West Capital Corporation, Moody’s attributed the

change in outlook to stable for APS at least in part to the approval of the PSA.

18
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Attachment DEB-13. The rating agencies view the existence of a PSA as
reducing financial risk, especially for a company located in an area with
growing customer and load requirements such as Arizona. In its May 4, 2005,
Credit Analysis: Arizona Public Service Co., Fitch noted that “the adoption of
the PSA and transfer of the PWEC assets were, in Fitch’s view, constructive
developments that enhance APS’s risk profile and creditworthiness.”

Attachment DEB-14

However, S&P, in its April 1, 2005 Research Update on APS, reiterated that its
longer-term view of the current PSA was cautious:

[O]ver time, it is likely that APS will need a stronger PSA to
maintain its current credit ratings, particularly given the
expectation that over the next five years APS’ fuel mix will
become heavily concentrated in natural gas. Attachment
DEB-15

And, more recently, S&P noted:

A relatively weak power supply adjustment mechanism, in
combination with rapidly escalating and volatile gas prices, as
well as the potential for a protracted surcharge proceeding,
could cause deterioration in financial performance which,
year to date, has been sub par for the rating.

Research Summary, Arizona Public Service Co. dated October 4, 2005.
Attachment DEB-16

The agencies have noted that if APS loses the PSA or fails to receive timely and
fair recovery of its fuel and purchased power costs, APS’ financial profile will
be significantly weakened. Each of the agencies have recently written about the
importance of timely purchased power and fuel recovery to APS’ financial

health:
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“There remains a significant amount of uncertainty
surrounding the ultimate amount of cash that APS and
Pinnacle West will generate in 2006. APS and Pinnacle’s
financial strength are highly dependent upon timely
implementation of cost recovery mechanisms.” Moody’s,
Jan. 10, 2006. Attachment DEB-9.

“The fact that there is no vehicle within the PSA protocol to
recover supply costs more frequently than annually during
periods of sustained high and rising energy costs subjects APS
to significant cash flow volatility and working -capital
requirements.” Fitch, January 30, 2006. Attachment DEB-10.

“Regulatory uncertainty is exacerbated by the establishment
in 2004 of a weak power supply adjuster (PSA) that exposes
the utility to potential cash flow volatility.” S&P, February
15, 2006. Attachment DEB-17.

DO YOU AGREE WITH S&P’S CHARACTERIZATION OF THE PSA AS
BEING WEAK? IF SO, WHY?

Yes. From a credit strength perspective, the current PSA has several critical
weaknesses. Even in light of the Commission’s receﬁt and helpful interpretation
of the impact of the $776.2 million annual “cap” on fuel cost recovery and,
further, assuming the permanent lifting of the “cap” as requested by the
Company, the PSA continues to have structural weaknesses that we must
address. First and foremost, APS may recover pursuant to the PSA only once a
year rather than when the deferral balance reaches a certain level. The
triggering of both the annual adjustment mechanism and the surcharge can take
place only after we calculate the year-end deferral balance. Consequently,
significant increases in deferral balances during the year face considerable
regulatory lag prior to recovery. Second, the annual adjustor remains capped at
4 mills. This cap serves to impede timely recovery of accumulated deferrals.

And third, the surcharge process has no specific timeline for cost recovery. All

20
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of these issues aggravate the substantial costs associated with the Company’s
growing reliance on natural gas.

WHAT EVIDENCE IS THERE THAT THE CREDIT RATING
AGENCIES WILL FURTHER DOWNGRADE APS’ CREDIT RATINGS
IF THE EMERGENCY RATE REQUEST IS NOT GRANTED?

Contrary to the assertions made by Staff witnesses Smith and Woolridge, the
rating agencies have clearly indicated that rate relief sufficient to cover APS’
projected unrecovered fuel and purchased power costs overshadows all other
factors in determining APS’ credit ratings. For example, Fitch described the
Commission’s proceedings on January 25 as having both “positive and negative
implications for PNW and APS’ creditworthiness™ and went on to state that “the
only option to recover fuel and purchased power costs above amounts
determined annually in the PSA would be [the] emergency rate filing.”
Attachment DEB-10. Similarly, S&P stated on January 6, 2006 (shortly after it
downgraded APS to BBB-) that it “will consider not only the surcharge
application, but also the ACC’s response to the emergency [rate] filing” in
deciding what further action to take regarding APS’ credit rating. Attachment
DEB-18. In addition, Moody’s put APS’ credit rating “under review for
potential downgrade” on January 11, 2006, and stated:

““The rating [of APS] is likely to be downgraded unless there

are clear signals that APS will receive timely and full
recovery of its increased costs such that we would expect
credit metrics to return to levels commensurate with those of
similarly rated utility companies.” Attachment DEB-19,
emphasis added.

WHAT HAS BEEN THE TREND OF APS’ CREDIT RATINGS OVER
THE LAST FEW MONTHS?

The trend of APS’ credit ratings over the last few months has been universally

downward due to the perception that APS may not be able to recover on a timely
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basis its prudently incurred fuel and purchased power costs. To demonstrate the
downward trend, I have attached hereto as Attachment DEB-20, various charts
showing the credit rating and related comments of the three major rating
agencies (Moody’s, Fitch and S&P) from early 2005 to the present. The rating
agencies have made it clear in their announcements that this consistent
downward trend of APS’ credit profile, metrics and ratings over the last year is
attributable almost entirely to the concern about APS’ mounting unrecovered
fuel and purchased power costs.

DO YOU AGREE WITH THE WRITTEN TESTIMONY OF STAFF
WITNESSES SMITH AND WOOLRIDGE THAT APS’ CURRENT
CREDIT RATING IS “STABLE” AND IS THEREFORE NOT LIKELY
TO BE FURTHER DOWNGRADED IF THE REQUESTED INTERIM
RATE RELIEF IS NOT FORTHCOMING?

No. I disagree with their testimony and I believe they based it on an erroneous
reading of the reports of the credit rating agencies. For example, Staff witness
Smith cites to the January 26, 2006, S&P report for the proposition that the
agency’s outlook for APS is “stable.” (See Smith testimony at p.14.) But Mr.
Smith fails to reveal that in that same report S&P stated:

“The stable outlook is premised on the ACC providing
sustained regulatory support that adequately addresses
building deferrals [of fuel and purchased power costs].
Negative rating actions could result if regulatory support
does not continue, or if market forces or operational issues
lead to significant increase in the expected 2006 deferral
level.” Attachment DEB-8, emphasis added.

S&P reiterated this same qualification of its “stable” outlook for APS in a report
issued February 15, 2006 — two weeks before Mr. Smith filed his testimony in

this matter. Attachment DEB-17.
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Mr. Smith also fails to cite a Fitch report dated January 30, 2006 in which Fitch
lowered its unsecured debt rating for APS from BBB+ to BBB and lowered its
issuer default rating for APS from BBB to BBB-. Fitch also has the rating
outlook as stable, but Fitch stated:

“The ACC decision in the PSA proceedings, issued on Jan.
25, 2006, has positive and negative implications for PNW and
APS’ creditworthiness. . . . [Certain actions of the ACC on
that day were] less favorable than Fitch had anticipated in its
previous ratings and is a significant source of concern for
PNW and APS fixed-income investors. . . . The only option
to recover fuel and purchase power costs above amounts
determined annually in the PSA would be an emergency
rate filing, in which the timing and amount of rate relief
would be uncertain.” Attachment DEB-10, emphasis added.

Finally, when Staff witnesses Smith and Woolridge opine that a further
downgrade of APS’ credit rating does not seem likely because S&P and Fitch
both currently state that APS has a “stable” outlook, they ignore the critical fact
that S&P rated APS as having a “stable” outlook at the time that S&P
downgraded APS to BBB- on December 21, 2005, and Fitch rated APS as
having a “stable” outlook at the time that it downgraded APS to BBB on
January 30, 2006.

DO YOU AGREE WITH MR. SMITH'S ASSERTION THAT S&P'S
OUTLOOK OF STABLE FOR APS IS BASED ON THE ASSUMPTION
THAT NO INTERIM RATE RELIEF IS GRANTED (PG. 14, LN. 23-28)?

I disagree. Mr. Smith misinterprets S&P’s, Credit FAQ: Credit Issues Expected
to Continue For Pinnacle West Capital Corp. And Arizona Public Service Co.,
dated January 24, 2006. Attachment DEB-21. This S&P publication sets forth
a series of “frequently asked questidns” and S&P’s responses thereto. The third .
question, “What is the status of APS’ emergency interim filing?” and its related

answer is set forth on page 14, lines 11-21 of Mr. Smith’s testimony. Lines 20-
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21 contain the sentence, “Standard & Poor’s forecast estimates do not assume
emergency relief is granted.” Mr. Smith’s testimony (page 14, lines 23-27),
incorrectly implies that such “forecast estimates™ are associated with S&P’s
“stable” outlook for APS’ credit ratings. Rather, “forecast estimates™ refers to
S&P’s estimates of future deferral balance amounts set forth in the previous two
questions in this S&P publication: “How large are APS’ deferrals of fuel and
purchased power?”, and “What are the ways that APS could recover its expected
deferrals?” wherein S&P details the assumptions they were making regarding
additional cash recovery in 2006 in the form of the PSA annual adjustor and

special surcharges.

Mr. Smith also states that the S&P’s outlook for APS remains “stable” in S&P’s
report dated January 26, 2006. Attachment DEB-8. However, that January 26"
report, which was published immediately after the conclusion of the
Commission Open Meetings, has a section which specifies what the Stable
outlook is based on:

The stable outlook is premised on the ACC providing
sustained regulatory support that adequately addresses
building deferrals. Negative rating actions could result if
regulatory support does not continue, or if market forces or
operational issues lead to significant increases in the expected
2006 deferral level. Attachment DEB-8

Also, in contrast to the conclusion expressed by Mr. Smith, the very title of the
S&P publication dated January 24, 2006 contains the phrase, “Credit Issues

Expected to Continue....”

WHAT OTHER COMMENTS BY RATING AGENCIES AND
INVESTMENTS ANALYSTS, WHICH INDICATE A POSSIBLE
FURTHER DOWNGRADE OF APS’ CREDIT RATINGS, HAVE BEEN
OVERLOOKED BY STAFF’S WITNESSES IN THEIR TESTIMONY?
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A.

Attached hereto as Attachment DEB-22 are recent comments of various

investment houses and financial analysts who cover APS and whose comments

tend to influence a company’s credit standing. These recent statements include:

1.

Lehman Brothers, Equity Research (Jan. 25, 2006): “. .. APS’s
credit metrics remain in junk territory barring passage of the
interim rate filing. . . . We still view AZ as a tough regulatory
environment.”

Bank of America, Debt Research (Jan. 25, 2006): “We believe
that despite all the political posturing, the ACC understands that it
must do what it can to protect the investment grade rating of APS.
The cost of a downgrade to junk would be astronomical for
customers because APS has to fund a very large CAPEX program
to support growth in the state.”

Bank of America, Debt Research (Jan. 26, 2006): “Fitch
believes, as do we, that the result of yesterday’s meeting [at the
ACC] and the surcharge, when it is implemented, will not address
the rapidly building deferral balances for fuel and purchased
power at APS. . . . If APS is unsuccessful in obtaining additional
cash through interim relief, we are very concerned that S&P and
the other agencies will take further action.”

Regulatory Research Associates (Jan. 27, 2006): “A major
concern is the fact that mounting cash flow deferrals led Standard
& Poor’s (S&P) to downgrade PNW/APS corporate credit ratings
on December 21, 2005, to one step above junk status, and a further
downgrade would significantly increase the company’s borrowing
costs going forward. The regulatory process at the ACC continues
to be tedious and laborious. . . . This regulatory lag is a source of
deteriorating cash flow, and resulted in the December 2005 credit
quality downgrade by S&P that leaves PNW/APS one step above
junk status.”

Citigroup, Equity Research (Feb. 2, 2006): “Key value driver
remains whether PNW receives constructive treatment in pending
regulatory matters in front of the ACC. . . . If the ACC continues
to assume equity holders will finance in perpetuity the legitimate
costs incurred to deliver service to Arizona ratepayers, the
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Q.

situation could lead to a further credit downgrade, cause bond
spreads to widen, trigger collateral calls, and materially impair the
company’s ability to access the equity capital markets at favorable
terms.”

6. Lehman Brothers, Equity Research (Feb. 2, 2006): “In our
current view we see a difficult path to approval of the emergency
rate filing as the commission is much more likely to just consider
the GRC filing in a full review. This will leave PNW in a cash
tight position for the remainder of the year and puts them at risk
for further credit downgrades to below the investment grade
level.”

7. Bank of America, Equity Research (Feb. 3, 2006): “The credit
ratings of the parent and utility have come under pressure of late. .
. . The primary driver in all of these moves [rating actions] is the
uncertainty around timely recovery of deferred fuel and purchased
power costs.”

STAFF WITNESS WOOLRIDGE REFERENCES TWO RECENT
REPORTS ON PINNACLE WEST: A VALUE LINE INVESTMENT
SURVEY REPORT DATED FEBRUARY 10, 2006 AND A STANDARD &
POOR’S STOCK REPORT DATED FEBRUARY 18, 2006. ARE YOU
FAMILIAR WITH THESE REPORTS? PLEASE DESCRIBE THE
SERVICES THAT CREATE THESE REPORTS.

Yes, [ am. Both Value Line’s Investment Survey and Standard & Poor’s Equity
Research produce short reports on individual stocks to facilitate investment
research by investors. Value Line evaluates approximately 1,700 individual
stocks.® Each Value Line ranking is relative to all of the other stocks in Value
Line’s coverage universe, regardless of industry. Standard & Poor’s Equity
Research rates approximately 1,500 U.S. stocks.’

HOW DO STOCK RATING SERVICES DIFFER FROM CREDIT
RATING SERVICES? SPECIFICALLY, HOW DO VALUE LINE AND

6

7

How To Invest in Common Stocks: The Guide To Using The Value Line Investment Survey, Value Line Publishing, c. 2005, p. 1.
Standard & Poor’s Stock Appreciation Ranking System (STARS): Methodology, Analysis & Performance Attribution, June 2005,

Standard & Poor’s Corporation, ¢. 2005, p. 9.
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STANDARD & POOR’S EQUITY RESEARCH DIFFER FROM CREDIT
RATING SERVICES?

Stock rating services attempt to project the expected performance of common
stocks. In other words, they provide investment advice. While the ratings of
both Value Line and Standard & Poor’s Equity Research relate to expected stock
price performance over periods of up to twelve months, credit rating agencies
evaluate the ability of the debt issuer to repay its debts over time as they mature,

which may be short-term or long-term (up to 30 years) timeframes. *

Stock rating services tend to focus on trends for earnings and dividends and do
not place significant emphasis on cash flow, while credit rating agencies focus
primarily on cash flow.

MR. WOOLRIDGE NOTES THAT VALUE LINE WRITES: “THOSE OF
A CONSERVATIVE BENT MIGHT ALSO NOTE PNW’S STRONG
FINANCES.” PLEASE COMMENT.

References to Pinnacle West by Value Line are always relative to the other
companies Value Line covers. Value Line’s “cash flow” calculations do not take
into account the substantial non-cash income in the form of PSA deferrals that, if
appropriately reflected, would significantly reduce the apparent strength of
Pinnacle West’s finances.

MR. WOOLRIDGE STATES THAT PINNACLE WEST’S QUALITY
RANKING OF “A-” IS THE HIGHEST AMONG THE PEER GROUP IN
THE REFERENCED S&P STOCK REPORT. THE QUALITY
RANKINGS FOR THE COMPANIES IN THE PEER GROUP

IDENTIFIED IN THE REPORT BY S&P WERE B OR B+. PLEASE
DISCUSS THE DIFFERENCES.

8

Standard & Poor's Ratings Services Code of Conduct, October 2005, pp. 1-2.
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The identified peer group includes certain mid-sized U.S. electric companies.
The footnote to the peer group table indicates that peer groups may be

determined based on market capitalization.

According to Standard & Poor’s, in 2004 companies ranked B or higher
comprised almost 46% of the U.S. stocks.” Therefore, Pinnacle West and all of

the peer group companies rank in the broad top 46% of the U.S. stocks.

The following table shows the Quality rankings and dividend growth rates for
the ten years ended December 31, 2005 for the peer companies. Significantly,
Westar Energy, a peer group member with a Quality Ranking of “B”, is one of
only four electric utilities in the U.S. whose debt securities are rated non-

investment grade “junk”.

Quality 10-Year Divliodend

Company Name Ranking Growth

Duquesne Light Holdings B (2.4)%

Great Plains Energy B 0.6%

Hawaiian Electric Industries B+ 0.3%

Pepco Holdings B (4.9)%

UIL Holdings B 0.2%

Westar Energy B (7.6)%

WHAT ASSURANCES DO WE HAVE THAT APS’ CREDIT RATINGS
WILL NOT BE DOWNGRADED IF THE EMERGENCY REQUEST IS
GRANTED?

We cannot completely guarantee that one or more of the rating agencies will not
proceed to downgrade APS’ credit ratings notwithstanding the receipt by APS of

emergency rate relief, but the concern of the rating agencies has centered on

9

10

Standard & Poor’s Quality Rankings, June 2005, Standard & Poor’s Corporation, c. 2005, p. 23.
“Electric Utility Dividend Changes: 1996-2005,” Utiity Focus, Industry Study, Regulatory Research Associates, Inc., January 4, 2006.

Shown as compound annual growth rates.
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APS’ ability to recover fuel and purchased power costs on a current basis. Thus,
if the Commission grants without delay the emergency rate relief requested by
APS, it seems highly unlikely that the credit rating agencies will have a basis to
further downgrade APS’ credit ratings. On the other hand, based on the
comments of the rating agencies in the last 30 to 90 days, the risk of a further
downgrade — to non-investment “junk” grade — seems highly likely should the
Commission not grant emergency rate relief.

IS IT APPROPRIATE TO TARGET WHAT ONE MAY BELIEVE IS THE
BARE MINIMUM AMOUNT NECESSARY TO PREVENT FURTHER
RATING DOWNGRADES?

No. Such an approach entails great financial risk. We cannot presume to know
with certainty how the rating agencies will resolve these questions. As we know,
they do not look at the financial metrics exclusively but also consider qualitative
factors. It therefore represents an inappropriate and imprudent risk to aim only
to attain the presumed bare minimum. On the other hand, granting the Company
timely recovery of prudently incurred fuel and purchased power costs would
signal a pattern of a supportive regulatory environment, particularly in light of
the Commission's January decision. |

CAN APS GET BY AND STAVE OFF A FURTHER DOWNGRADE OF
ITS CREDIT RATINGS WITH LESS THAN THE FULL AMOUNT OF
ITS EMERGENCY INTERIM RATE REQUEST AS PHELPS DODGE
WITNESS HIGGINS SUGGESTS?

We do not believe that it is likely that APS can avoid a downgrade without full
relief. First, neither the Staff nor any other party disputes that APS’ projected
costs for fuel and purchased power in 2006 are accurate given the assumptions
made (and as Mr. Ewen explains in his rebuttal testimony, the fuel cost estimate

has been reduced somewhat due to a decrease in natural gas prices in the last
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month). Second, the credit rating agencies want to know that APS can recover
its increasing fuel and purchased power costs on a current basis. Thus, any
deferral of the recovery of those costs- sends the wrong message to the rating
agencies and runs the risk that one or more of the agencies will further
downgrade APS. Third, as noted above, such a deferral of even a part of APS’
ongoing costs for fuel and purchased power to serve its growing customer base
may unfairly burden future ratepayers who will have to pay those deferrals and
distorts the true cost of electricity at the present time. Thus, authorizing
recovery of less than the full amount on a current basis does a disservice to the
ratepayers and runs a risk that the ratepayers will be forced to pay added interest
costs of over $1 billion in the next decade stemming from a downgrade of APS’

credit rating.

I have attached as Attachment DEB-23 a series of graphs that show the impact
of APS’ FFO/Debt ratio under various assumptions of interim rate relief ranging
from the status quo to the full amount of rate relief requested by the Company.
These graphs include ones that reflect (1) the impact of the Company’s proposed
emergency interim rate increase, (2) the impact of the alternative proposal by
Phelps Dodge witness Higgins of a 7.8%, $126 million, interim rate increase, (3)
the impact of the alternative proposal made by Staff (as we understand it)
relating to quarterly surcharges starting June 30, 2006, (4), the impact of the
Staff proposal if modified in certain ways that are discussed by APS witness
Steve Wheeler in his rebuttal testimony, (5) the impact of the Higgins proposal
combined with the Wheeler-modified Staff proposal, and (6) a comparison of all

of these different proposals. As is clearly indicated in these graphs, only the
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interim rate relief requested by the Company gets the Company out of the non-
investment “junk” grade debt ratio range.

WHY CAN’T THIS PROBLEM BE SOLVED BY AN INFUSION OF
CASH FROM APS’ PARENT, PINNACLE WEST?

Over the past year, Pinnacle West Capital Corporation already has invested some
$460 million into APS. Additional infusion of funds by Pinnacle West into the
Company will not solve what the credit rating agencies see as a crisis in the
imbalance between the Company’s cash revenues and its cash expenses. Long-
term revenue relief must come not from a utility’s parent company but from the
regulatory agency that oversees its rates and is legally responsible for setting
compensatory revenue levels. The credit rating agencies question whether the
ACC is sufficiently responsive to the Company’s revenue requirements in the
face of substantial increases in fuel and purchased power costs over which the
Company has no control.

STAFF WITNESS SMITH HAS INDICATED THAT STAFF SUPPORTS
THE CONCEPT THAT ADDRESSING UNDER-COLLECTION OF APS’
FUEL AND PURCHASED POWER COSTS AS SOON AS POSSIBLE
RATHER THAN LATER IS PREFERABLE (SMITH TESTIMONY P.28)
AND THAT AN “ALTERNATIVE” TO APS’ EMERGENCY INTERIM
RATE REQUEST WOULD BE QUARTERLY FILINGS OF
SURCHARGE APPLICATIONS BY APS, TO WHICH STAFF WOULD
RESPOND IN 30 DAYS (SMITH TESTIMONY P.31). WILL THIS
ALTERNATIVE TO APS’ EMERGENCY RATE FILING BE EQUALLY
EFFECTIVE IN PREVENTING A FURTHER DOWNGRADE OF APS?
No. Staff’s alternative proposél would improve upon the status quo, but it
would not fully solve the cash flow problems that concern the rating agencies.
First, the Staff proposal would have APS file its first surcharge application for
2006 fuel expenses on June 30, 2006, and subsequent surcharge applications

would be filed at the end of each calendar quarter thereafter (i.e., September 30

and December 31). Second, these repeated applications and the associated
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processing delays would mean that APS would recover in 2006 a much smaller
portion of its fuel and purchased power costs incurred in 2006. To be at all
meaningful, this alternative proposal would need to be modified to make cost
recovery certain and timely. In that regard, Mr. Wheeler has suggested such
modifications. As you can see by the applicable graph in Attachment DEB-23,
the Staff proposal, even as modified in the manner addressed in Mr. Wheeler’s
testimony, does not get APS out of the “junk”™ range, although as noted above, it
is clearly better than doing nothing. The Staff proposal, like the “bare
minimum” (7.8%, $126 million) proposal made by Phelps Dodge witness
Higgins, carries with it significant risks of a further credit downgrade that can

and should be avoided for the good of APS and its customers.

Taking the Wheeler-modified Staff proposal and the Higgins proposal together
(i.e., an interim rate increase of 7.8% effective May 1, 2006, coupled with
quarterly surcharges beginning June 30, 2006, to address the balance of
unrecovered costs) might have a chance of sufficiently addressing the concerns
of the rating agencies that have put APS on the brink of a non-investment “junk™
credit ratings for the first time in its history. However, even this combined
alternative to the Company’s emergency rate request involves a substantial lag
in recovery of fuel and purchased power costs that may still give the rating

agencies concern about APS’ creditworthiness.

IS IT SIGNIFICANT IN YOUR MIND THAT STAFF HAS INDICATED
THAT IT SUPPORTS THE CONCEPT OF ADDRESSING APS’ UNDER-
COLLECTION OF FUEL AND PURCHASED POWER COSTS AS SOON
AS POSSIBLE RATHER THAN LATER?

Yes. Staff witness Smith recommends the quarterly surcharge in an effort to

deal with “the possibility that APS may face circumstances that could implicate
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a financial crisis sometime in 2006” (Smith testimony p. 32). APS’ looming
financial crisis takes the form of more than $1 billion in added financing costs
over the next decade if the agencies lower APS’ credit ratings to “junk™ status.
The extra;ordinary increase in the cost of fuel and purchased power in the last
eight months is a crisis that affects not just APS and its customers, but also
electric utilities around the coun&y. The rating agencies want to see how this
Commission deals with this crisis In Arizona. As previously stated by APS
management, the fate of APS and its customers for at least the next decade is
dependent on the decisions this Commission makes in the next few weeks on
APS’ emergency rate application. Although recognizing the problem, Staff’s
recommendations do not adequately address the problem.

THE HUGE FINANCIAL CONSEQUENCES TO THE RATEPAYERS OF A
CREDIT RATING DOWNGRADE THAT COULD BE AVOIDED BY
GRANTING THE EMERGENCY.

WHAT IN BROAD TERMS WOULD BE THE FINANCIAL
CONSEQUENCES OF A CREDIT RATINGS DOWNGRADE?

In simplest terms, should APS’ credit ratings fall further, the Company will have
to pay more to borrow money. Every decrease in APS’ credit ratings increases
the interest and fee cost to the Company, and to its ratepayers. Those costs
increase dramatically when a company’s credit ratings fall to non-investment

“junk™ grade level.

The downgrading by S&P that occurred on December 21, 2005, has already
increased the Company’s financing costs by approximately 10-50 basis points
on new long-term debt (amounting to $100,000 to $500,000 in additional
interest costs each year for each $100 million in borrowing). Higher short-term

debt rates and increased bank facility costs add over another $1 million per year
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to the eventual burden on customers. In addition, this downgrade has caused
APS' securities to become less marketable. APS cannot rely on the daily
flexibility of the commercial paper markets. We have no guarantee that APS
will be able to issue commercial paper on any given day. If APS can sell
commercial paper, the maturity may extend from overnight to a maximum of a
couple of weeks. This greatly reduces APS' ability to tier its commercial paper

with different maturities in order to achieve the lowest possible cost.

The increased costs that APS is already experiencing as a result of the recent
downgrades will seem small in comparison to the enormous impact of non-
investment grade credit ratings. Staff witnesses Smith and Woolridge both
acknowledge that the downgrading of APS’ credit ratings to “junk™ status would
not be a “desirable outcome™ and would result in increased borrowing costs for
the Company, would impede the Company’s access to credit, and would
ultimately increase costs for ratepayers. (See Smith testimony at p. 18-19 and
Woolridge testimony at p. 9.) I agree with their conclusions. APS will need to
raise billions of dollars of new debt over the next ten years. As shown on
Attachment DEB-24, the cost to the ratepayers of a further credit downgrade
will total between $625 million and $1.2 billion through 2015, depending on
actual interest rate spreads. The dramatic inérease in costs would occur on a
number of fronts. Long-term financing necessary to fund essential generation,
environmental control, and transmission and distribution construction programs
would be more costly and less reliable. Cost increases would also occur in the
Company’s tax-exempt remarketing program. Access to the commercial paper

markets would be eliminated thereby further increasing costs and reducing
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financial flexibility. All of these costs would further burden APS, which already
is laboring under the recent downgrade by S&P.

WHAT CAPITAL PROJECTS DOES APS HAVE PLANNED FOR THE
NEXT FEW YEARS?

Our capital expenditure budget (“CAPX”) is shown on Attachment DEB-25.
This Attachment reflects our program to build necessary transmission and
distribution lines, generation plant improvements, new environmental control
systems and other service facilities. This Attachment lists the amounts budgeted
by year, through 2009. The Attachment also shows the amount of money that
APS must borrow each year to finance the projects. As shown, the company’s
CAPX budget for the 2006 is approximately $650 million. Over the years 2006
through 2009, the CAPX budget is anticipated to total more than $3 billion.
These projects, along with the company’s need to refinance maturing
indebtedriess and other capital requirements during the same time period, will
require APS to secure more than $1 billion frofn external capital sources, even
assuming the Commission grants its pending rate request in the general rate case
(Docket No. E-01345A-05-0816) is granted in full and on schedule early next

year.

CAN APS REDUCE THE POSSIBLE EFFECTS OF A CREDIT DOWN-
RATING BY CUTTING ITS CAPX BUDGET?

While APS theoretically might reduce its exposure to increased credit costs by
reducing its CAPX, cutting the programs that have been approved in the CAPX
would have serious and costly consequences for the continued reliable delivery
of electric service to APS’ customers. As the Commission knows, the growth of
the customer base in APS’ service territory has been very rapid, and the

projected growth remains very high. Cutting APS’ CAPX budget might reduce
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some of APS’ borrowing needs in the short term, but doing so could seriously
jeopardize the ability of APS to meet growing customer needs and demands in
future years. For example, distribution CAPX to support new customer
construction alone will average $170 million per year. To assume APS would
refuse to connect new customers due to cuts to the CAPX does not seem
acceptable.

THE “EQUITIES” OF DEFERRING RECOVERY OF INCREASED COSTS
OF FUEL AND PURCHASED POWER.

WHAT IS YOUR RESPONSE TO THE CONTENTION THAT THE
REQUESTED EMERGENCY RATE HIKE WILL HAVE AN

IMMEDIATE AND SUBSTANTIAL IMPACT ON THE ELECTRIC
BILLS OF APS’ CUSTOMERS?

Although APS has no wish to see its customers’ electric bills rise, we must
remember that neither the Company nor the Commission has any control over
the factors causing the rapid and substantial increase in fuel prices. APS has a
right to recover from ratepayers its prudently incurred fuel costs, so these costs
will have to be paid by the ratepayers sooner or later. Putting off the inclusion
of these costs in the rates that APS currently charges its customers distorts the
true cost of electricity, increases the total amount to be recovered, potentially
shifts some of those true costs from current ratepayers to future ratepayers, and
raises the very real possibility that ratepayers will be saddled with massive
additional interest costs over the next decade if APS’ credit ratings suffer a
downgrade as a result of a decision by the Commission to defer recovery of
these costs. In short, customer fairness and regulatory prudence both dictate that
APS should recover these costs on a current basis, as contained in our

emergency interim rate request.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

36




Yes, it does.

A.
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Rating Approach

A "Universal” Approach to Credit Analysis

Because it involves a look into the future, credit rating is by nature
subjective. Moreover, because long-term credit judgments involve so
many factors unique to particular industries, issuers, and countries, we
believe that any attempt to reduce credit rating to a formulaic
methodology would be misleading and would lead to serious mistakes.

That is why Moody's uses a muitidisciplinary or "universal" approach to
risk analysis, which aims to bring an understanding of all relevant risk
factors and viewpoints to every rating analysis. We then rely on the
judgment of a diverse group of credit risk professionals to weigh those
factors in light of a variety of plausible scenarios for the issuer and thus
come to a conclusion on what the rating should be. Several analytical
principles guide that reasoning process.

Some Basic Principles

Emphasis on the Qualitative: Quantification is integral to Moody's
rating analysis, particularly since it provides an objective and factual
starting point for each rating committee's analytical discussion. Those
who wish further information on the numerical tools we use may
consult our written research on industries and specific issuers,
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However, Moody's ratings are not based on a defined set of financial
ratios or rigid computer models. Rather, they are the product of a
comprehensive analysis of each individual issue and issuer by
experienced, well-informed, impartial credit analysts.

Focus on the Long-Term: Since Moody's ratings are intended to
measure long-term risk, our analyticaf focus is on fundamental factors
that will drive each issuer's long-term ability to meet debt payments,
such as a change in management strategy or regulatory trends. As a
rule of thumb, we are looking through the next economic cycle or
longer.

Because of this, our ratings are not intended to ratchet up and down
with business or supply-demand cycles or to reflect last quarter's
earnings report. In our view it would be punitive to rate a security
conservatively because of poor short-term performance if we believe
the issuer will recover and prosper in the long-term.

Global Consistency: Our approach incorporates several checks and
balances designed to promote the universal comparability of rating
opinions. Internationally, ratings are normally limited to the sovereign
ceiling rating of the nation in which the issuer is domiciled. Our
analytical team approach also supports consistency by including
Moody's directors, along with global industry specialists and analysts
with regional and other perspectives, in every rating decision.

Level and Predictability of Cash Flow: In every sector, the
foundation of Moody's rating approach rests on the answer to one
question: What is the level of risk associated with receiving fuil and
timely payment of principal and interest on this specific debt obligation
and how does that risk compare with that of all other debt obligations?

When we speak of "risk to timely payment,” we are measuring the
ability of an issuer to generate cash in the future. Our analysis focuses,
therefore, on an assessment of the level and predictability of an
issuer's future cash generation in relation to its commitments to repay
debtholders.

Our main emphasis throughout the rating analysis is on understanding
strategic factors likely to support future cash flow, while identifying
critical factors that will inhibit future cash flow. The issuer's capacity to
respond favorably {o uncertainty is also key. Generally, the greater the
predictability of an issuer's cash flow and the larger the cushion
supporting anticipated debt payments, the higher the rating will be.

Reasonably Adverse Scenarios: In coming to a conclusion, rating
committees routinely examine a variety of scenarios. Moody's ratings
deliberately do not incorporate a single, internally consistent economic
forecast. They aim rather to measure the issuer's ability to meet debt
obligations against economic scenarios reasonably adverse to the
issuer's specific circumstances.

"Seeing Through™ Local Accounting Practices: Moody's analysts
deal frequently with different accounting systems internationally; we are
not bound to any particular one. For the purpose of fixed-income
analysis, we regard them as languages with differing strengths and
weaknesses.
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In examining financial data, Moody's focuses on understanding both
the economic reality of the underlying transactions and on how

. differences in accounting conventions may -- or may not -- influence
true economic values. For example, in the analysis of assets the
concern is with their relative ability to generate cash, not with the value
as stated on a balance sheet.

Sector-Specific Analysis

Specific risk factors likely to be weighed in a given rating will vary
considerably by sector. In the following sections, we provide a very
rough outline of typical rating considerations for two types of issuers:
an industrial enterprise and a structured financing.

Moody's publishes more in-depth overviews of our rating approach for
gach of these sectors and many others - e.g., sovereign nations, sub-
national governments, public utilities, banks, insurance companies,
mutual funds, and project financings, along with general obligation
bonds and revenue bonds issued by U.S. municipalities. For further
information, please contact Moody's directly.

Back to Top
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New York Regulators' Consistency Supports Electric Utility Credit
Quality

Publication date: 15-Aug-2005

Primary Credit Analyst: Jeffrey Wolinsky, CFA, New York (1) 212-438-2117;
maiito:jeffrey wolinsky@standardandpoors.com

Regulation defines the environment in which a utility operates and greatly influences a company's financial
performance. A utility with a marginal financial profile can, at the same time, be considered highly creditworthy as a
result of supportive regulation. Conversely, an unpredictable or antagonistic regulatory environment can undermine
the financial position of utilities that are operationally very strong.

To be viewed positively, regutatory treatment should be timely and allow consistent performance over time, given the
importance of financial stability as a rating consideration. Also important is the transparency of regulatory polices, and
Standard & Poor's Ratings Services' analysis includes evaluating the selection process and membership of a regulatory,
body, the regulatory framework, and regulatory policies and practices.

The New York Public Service Commission (PSC) regulates investor-owned electric utilities in New York State and has
generally supported the creditworthiness of the electric utilities under its jurisdiction (see table 1). The New York
regulatory climate has been relatively consistent and transparent over the past several years. The PSC operates with
five full-time commissioners that are appointed by the governor and serve six-year staggered terms. From a credit
perspective, full time commissioners are preferable to part-time commissioners because they should be able to more
fully devote themselves to the regulatory process. Also, appointed commissioners are preferable to elected
commissioners because elected commissioners may have strong incentives to bring about rate reductions,
particularly during election season. The staggered term of office is a credit positive in that it promotes continuity and
stability. The PSC's commissioners generally have industry experience and operate with a staff of about 500 and an
adequate annual operating budget of about $70 million.

Table 1 Investor-Owned Electric Utility Ratings In New York State
Company Rating

Central Hudson Gas & Electric Corp. A/Stable/--
Consolidated Edison Co. of New York Inc. AJStable/A-1
Orange and Rockland Utilities Inc. A/Stable/A-1
Niagara Mohawk Power Corp. AJ/Stable/—

New York State Electric & Gas Corp. BBB+/Stable/A-2
Rochester Gas & Electric Corp. BBB+/Stable/--
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Credit Support

The PSC has supported ratings stability by encouraging parties to rate cases to reach multiyear collaborative
settlements that include earnings sharing above a return on equity (ROE) benchmark. Multiyear settlements are
preferable from a credit perspective because they reduce the volatitity that could result from annual rate filings. In
the absence of a rate settlement, the PSC has authorized ROEs that are relatively low compared with national
averages. For example, the 2003 Rochester Gas & Electric Corp. rate case was the first fully litigated rate case
decided by the PSC in seven years, with the PSC authorizing a 9.96% ROE. In traditional rate cases, the PSC
must decide within 11 months of the company's initial filing, which is about the average compared with other U.S.
regulatory jurisdictions.

The PSC has a long history of adopting multifaceted incentive plans for utilities. Most of the utilities operate under
reguiatory plans that include earnings sharing provisions. Mechanisms that mandate earnings sharing between
shareholders and ratepayers compensate well-run utitities with a share of the profits when companies earn more
than their allowed ROE. This acts as an incentive mechanism for management to achieve efficient operations.

The PSC helped to reduce operating risk at the utilities by encouraging, but not requiring, the sale of generation
assets and approving company-specific implementation plans in 1997 and 1998. As a result, New York electric
utilities own minimal power generation plants, which improved their business profile from a credit standpoint.
Although the utilities still have to procure power for many of their customers, the operating risks.associated with
running the power plants has been transferred to the generating plants’ new owners. Also, the PSC helped
encourage the divestiture of the plants because it did not adopt a generic policy regarding stranded investment,
but took the time needed to review company-specific plans.

The PSC has also supported credit by allowing electric utilities to pass-through unpredictabie energy costs to
customers via a fuel adjustment clause. When the utilities restructured and sold most or all of their generation
assets, the fuel-adjustment clause was transitioned into a market power adjustment clause (MAC) or a commodity
adjustment clause (CAC). The MAC/CAC only applies to customers that have not selected an alternative power
supplier and who have not selected a fixed-price power option. For the most part, adjustments are made monthly,
which greatly insulates the utilities from volatile cash flows due to changes in market prices. In addition, the PSC
has a strong record of not penalizing the utilities with onerous hindsight prudency reviews on their power
purchases.

Recent Rate Agreements

The recent rate agreements illustrate that although the PSC has lowered and raised rates for New York utilities,
depending on circumstances, the result is a stable, transparent, and fairly predictable regulatory environment that
supports credit. (See table 2.)

by

{

_

Table 2 Rate Agreements Sharing Thresholds For Return On Equity

First ROE | Second ROE ' Third ROE

: ; Cap (%) { Sharing Cap (%) ;Sharing :Cap (%) Sharing
Consolidated Edison Co. of New York Inc.Con Edison | 1140 5050 13.00] 2575 N/A N/A
{ Orange and Rockiand Utiities Inc. 1275] 5050 NI NA | NIA NIA
[New York State Electric & Gas Corp.* 1250 swso]  NA[  NA T NA N/A|
"Rochester Gas & Eleciric Corp.g o 1225, 5050 N/A NA N/A N/A

Niagara Mohawk Power Corp§ | 1175] 5050; 14.00] 28575] 16.00 90110 |
| Central Hudson Gas & Electric Corp. | 1050, 7050 11.30] 655! ) 14.00 0/100 ! ,
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E*ROE can be 300 basis points higher for supply earnings at NYSEG. {IROE can be 25 basis points higher if customer-migration targets |
jare met. §ROE can be 25 basis points higher if outreach and education goals are met. N/A—Not appiicable. i

Consolidated Edison Co. of New York Inc. (Con Edison)

Con Edison is investing heavily in its electric infrastructure to meet the growing needs of residents and businesses
and to support future regional economic growth. About $1 billion per year will be invested in electric transmission
and distribution (T&D) over the next five years. Electricity demand has increased steadily as New York's
population grows and enhanced technology enables the use of new electronic devices.

Although Con Edison's latest rate agreement was slightly less favorable than expected, it supports the existing
rating on the company. On March 16, 2005, the PSC approved a three-year electric rate plan for Con Edison,
which came into effect on April 1, 2005 and will run through March 31, 2008. The company increased its electric
delivery service rates by $104.6 million (1.3%) effective April 1, 2005, and they will increase by an additional
$220.4 million effective April 1, 2007. The rate hikes reflect the amortization of regulatory assets and liabilities
that are being used to mitigate the rate increases. Absent these amortizations, the rate hikes would be $232
miifion in the first year, $232 million in the second, and $410 million in the third. In addition, the plan will allow
Con Edison to retain the first $60 million of proceeds from the auction of transmission congestion contracts in
each of the three years.

The rate plan does not authorize a specific rate of return. However, Con Edison may retain 50% of earnings
between an 11.4% and 13% ROE, and 25% of earnings in excess of a 13% ROE, based on the company's actual
capital structure, subject to a maximum equity ratio of 50%. The plan specifies rate bases of $9.3 billion in the first
year, $9.6 billion in the second, and $10.3 billion in the third. The company will be permitted an annual
reconciliation of actual T&D net piant, pension, and other post-employment benefit expenses, lower Manhattan
restoration costs, and property taxes. The revenue requirement impact of any difference will be deferred as a
regulatory asset or liability, subject to certain limitations—-if Con Edison's earnings fall within an ROE range of
11.4% to 13%, 50% of the reconcilable amounts could be deferred and, if earnings exceed a 13% ROE, deferrals
would not be permitted. The annual reconciliations of T&D net plant and lower Manhattan restoration costs are
recoverable in full and not subject to the possible limitation described above.

Orange and Rockland Utilities Inc.

in 1999, the PSC approved the merger of Consolidated Edison Inc. and Orange and Rockiand
and the companies agreed to rate reductions that passed on 75% of the merger savings to
customers. More recently, in October 2003, the PSC approved the current electric agreement,
which covers the period from July 2003 through October 2006, provides for no changes to
electric base rates, and contains provisions for the amortization and offset of regulatory assets
and liabilities. The net effect of the agreement will be to reduce electric operating income by a
total of $11 million (pretax) over the period covered by the agreement. The agreement
continues to provide for recovery of energy costs from customers on a current basis and for
Orange and Rockland to share equally with customers earnings in excess of a 12.75% return
on common equity during the three-year period from July 2003 through June 20086. July 2006
through October 2006 will not be subject to earnings sharing.

Rochester Gas & Electric Co. (RG&E)
On May 20, 2004, the PSC approved the rate agreement for RG&E's electric and natural gas
rates through 2008. Key features of the electric rate agreement include:

e Electric delivery rates are frozen through December 2008, except for the
implementation of a retail access surcharge effective May 1, 2004, that will recover $7
million annually.

e RG&E can recover its actual electricity supply costs during the pericd May 1, 2004
through-Dec. 31, 2004.
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e RGA&E will refund to customers $110 million of the $454 million net cash proceeds from
the sale of the Ginna plant.

e Customers and stockholders will share equally in earnings above a 12.25% ROE target
through an earnings-sharing mechanism.

The 2004 electric and natural gas rate agreements resolved all outstanding issues related to
RG&E's requests filed with the PSC in 2003. Those issues included:

« The deferral and recovery of costs, including interest for restoration work resulting from
a severe ice storm in April 2003.

e Recovery of replacement power-purchased costs incurred in 2003 in connection with a
scheduled refueling outage for the Ginna plant.

e The deferral and true-up of estimated pension costs for the 16-month period through
May 1, 2004.

On June 10, 2004, after receiving all regulatory approvals, RG&E sold Ginna to Constellation
Energy Inc. The transaction generated $454 million in cash. RG&E's electric rate agreement
resolves the regulatory and ratemaking aspects related to the sale of Ginna and addresses the
disposition of the asset sale gain. The agreement provides for an Asset Sale Gain Account
(ASGA) of about $380 miilion. RG&E estimates that $145 million will remain in the ASGA at the
end of 2008. At that time, the ASGA may be used at the PSC's discretion for rate moderation,
among other things.

Beginning Jan. 1, 2005, customers could annually choose to purchase commodity service from
RG&E at a fixed price or at a price that varies monthly based on the electricity market price.
Alternatively, customers may continue to choose to purchase their commodity service from an
energy service company. Customers enrolled in these new commodity options between Oct. 1,
2004, and Dec. 31, 2004. About 25% of RG&E's load is now served under the fixed-price
option. Customers who did not make a choice are served under RG&E's variable-price option.
A 35% adder is applied to the average one-year forward strip price during the month of
September before the election period, to determine the fixed-price offering. Owned electric
generation and long-term supply contracts significantly reduce RG&E's exposure to market
fluctuations for procurement of its electric supply.

New York State Electric & Gas Co. (NYSEG)

The key near-term regulatory issue will be NYSEG's planned muitiyear rating filing expected
not later than early 2008, which, once finalized, would become effective Jan. 1, 2007. NYSEG's
existing five-year electric rate plan extends through Dec. 31, 2006. The PSC's February 2002
order reduced annualized electric rates by $205 million for NYSEG customers effective March
1, 2002, which amounted to an overall average reduction of 13% for most customers. The 2002
order also required equal sharing of earnings between NYSEG customers and shareholders of
ROEs in excess of 12.5% on electric delivery, or 15.5% on the total electric business (including
supply) for each of the years 2003 through 2006. NYSEG customers have a biannual
opportunity to choose a NYSEG fixed-price option a variable price option or to purchase supply
from an energy services company. The NYSEG fixed-price option is the default and accounts
for about 60% of NYSEG's load. A 35% adder is applied to the average two-year forward price
during the September before the election period, to determine the fixed-price offering. NYSEG
actively hedges the load required to serve customers who select the fixed-rate option. For
purposes of earnings sharing, NYSEG is required to use the lower of its actual equity or a 45%
equity ratic. Historically, earnings levels have exceeded 15.5% and were sufficient to generate
estimated sharing with customers of $17 million in 2004 and $7 million in 2003.

Niagara Mohawk Power Co.
The 10-year regulatory agreement reached as part of the 2001 approval of the merger with National Grid USA
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permits recovery of and a return on Niagara Mohawk's regulatory assets over 10 years with a 10.6% rate of
return, with larger amounts recovered in later years. The aliowed ROE before any sharing occurs is 11.75%.
After 12%, earnings are shared 50/50 with customers. The company agreed to net customer savings of about
$1 billion over 10 years, including a reduction of $160 million in delivery rates (about 8%), which remain fixed
until 2012, subject to limited adjustments for changes in regulatory requirements and other unforeseen and
difficult to forecast items. In addition, Niagara Mohawk absorbed the Joss of certain stranded costs relating to
nuclear plants (about $850 million), while recovering stranded costs relating to its numerous purchased-power
contracts. The agreement alsc provided price stabilized commodity service for residential and commercial
customers and the extension by 16 months of the existing multiyear gas settlement, which ensured stable
distribution rates through December 2004. Niagara Mohawk is responsible for procuring power supplies on
behalf of its customers as part of their provider of last resort obligation, although most large customers receive a
day-ahead New York Independent System Operator market price. Niagara Mohawk's portfolio of legacy power-
purchase contracts from earlier mandated state and federal programs and from generation asset sales is used
to serve residential and small commercial customers. Many of these agreements gradually roll off through 2011.
Variations in nonhedged commodity costs flow through a CAC.

Central Hudson Gas & Electric Corp.
On June 14, 2004, the PSC adopted the terms of the 2004 joint proposal, which became effective July 1, 2004,
and includes:

» Continuation of the rate levels, rate designs, and related accounting provisions (including deferrals)
previously established by the PSC in July 2001;

s An additional $5 million refund from the customer benefit fund for certain classes of electric customers;

s Continued funding from the customer benefit fund for other purposes such as economic development
and retail access rate credits previously approved by the PSC;

* Recovery, subject to specified limitations, of deferred pension and other post-employment benefit costs
from the customer benefit fund;
A lowering of the threshold for sharing of earnings with customers (from an 11.3% to a 10.5% ROE);
Modified earnings sharing so that earnings above 10.5% ROE and up to 11.3% will be shared 70%/30%
between Central Hudson and ratepayers;

¢ Earnings above 11.3% ROE and up to 14% shared 65%/35% between Central Hudson and customers.
Earnings above 14% ROE will be added to the customer benefit fund.

Central Hudson is in-the extension pericd of its current rate agreement and filed for increased rates on July 29,
2005.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate
activities designed to preserve the independence and objectivity of ratings opinions. The credit ratings and
observations contained herein are solely statements of opinion and not statements of fact or recommendations to
purchase, hold, or sell any securities or make any other investment decisions. Accordingly, any user of the
information contained herein should not rely on any credit rating or other opinion contained herein in making any
investment decision. Ratings are based on information received by Ratings Services. Other divisions of Standard
& Poor's may have information that is not available to Ratings Services. Standard & Poor's has established
policies and procedures to maintain the confidentiality of non-public information received during the ratings
process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers
of such securities or third parties participating in marketing the securities. While Standard & Poor's reserves the
right to disseminate the rating, it receives no payment for doing so, except for subscriptions to its publications.
Additional information about our ratings fees is available at www.standardandpoors.com/usratingsfees

Copyright © 1984-2006 Standard & Poor’s, a division of The McGraw-Hill Companies. All Rights Reserved. Privacy Notice
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Industry Report Card: U.S. Electric/Water/Gas

Current Ratings >>

Publication date: 06-Jul-2005

Primary Credit Analyst: Richard W Cortright, Jr., New York (1) 212-438-7665;
mailto:richard _cortright@standardandpoors.com

Commentary/Key Trends

Standard & Poor's Ratings Services expects rating activity in the regulated U.S. utility (electric, gas, pipeline, and
water) and merchant power sectors to continue to be relatively modest through at least the remainder of the year.

Regulatory rulings have once again become a dominant factor in companies’ credit quality. These decisions will be
critical for utilities in many states that are nearing the end of multiyear transition periods and for those that will be
making significant capital investment in infrastructure. Efforts to reward shareholders through share repurchases or
dividend increases are also a development that weighs on credit quality. These actions are especially significant for
companies whose financial profiles are already somewhat weak for their ratings, leaving them susceptible to
negative rating actions.

Credit outlooks, which are a leading indicator of rating trends, show that there are nearly twice as many stable
outlooks as negative outlooks. Only about 11% of outlooks are positive. Therefore, there should be more rating
stability over the near to intermediate term, with somewhat of a negative bias in rating actions.

Since the last report card (see "Industry Report Card: U.S. Electric/lWater/Gas" published on RatingsDirect May 3,
2005), four families of companies were upgraded (representing 13 individual ratings) and six families of companies
were downgraded (representing 15 individual ratings). Rating actions have been largely due to various factors, most
prominently changing financial profiles, both improving (Allegheny Energy Inc.) and weakening (Northeast Utilities),
and negative regulatory actions or uncertainty (Central Vermont Public Service Corp., Middlesex Water Co.).

Rate filings and rulings on rate proceedings in Florida, Hawaii, lllinois, Kansas, Maryland, Massachusetts, Missouri,
and Wisconsin could have rating implications in the near future. Factors that are driving the need for regulatory
approval include the considerable capital expenditures required by many utilities to satisfy environmental
requirements, construction of new generation facilities, and efforts to pass through or recover unanticipated costs.
Developments in FERC policy, particularly regarding transmission and market power, bear watching. The opposing
views of certain state regulatory bodies and the FERC on issues, such as restructuring the regional transmission
systems and incorporating certain merchant plants of affiliated companies in the rate base, add to the importance of
the regutatory treatment for the industry.

Despite meaningful improvement in financial measures over the past few years, many companies have negative
outlocks because of weak credit metrics. This weakness results primarily from high debt levels and cash flow stress
associated with unsuccessful forays into more competitive businesses. Moreover, despite the current industry trend
of getting "back to basics," Standard & Poor's remains vigilant to, and skeptical of, nonregulated business pursuits
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. outside of the core competencies of utility management. Inevitably, competition for capital and investor interest will
embolden companies to embrace growth strategies that could erode credit quality.

Credit trends in the merchant energy segment of the electric power industry have not changed very much over the
past six months, although there have been a few rating upgrades and positive outlook revisions. Most of the credit
improvement has come from successful refinancings and completion of strategic asset sales and not from improved
industry fundamentals. Utilities with merchant exposure continue to experience volatile cash flows and regulatory
uncertainty.

The operating environment for the merchant energy sector remains challenging. Faced with the prospect of
stagnant power markets in many regions, cash flow measures are likely to remain weak until wholesale electricity
margins materially improve. Since electric industry deregulation has come to a halt, market opportunities in
merchant generation are few, although existing assets continue to change ownership, particularly as private equity
becomes a larger player.

Issuer Review

issuer » j Corporate credit rating” , Analyst : Comment i

—~— PR - o = cromiae e e ——

Table 1 U.S. Electric/Gas/Water

! { Standard & Poor's expects AES to !
‘ continue on its path of parent level :

i debt reduction and, if Standard &

| Poor's becomes comfortable that

! AES can meet its goal of lowering :
| . : parent level debt to about $4.5 i
|

{

|

: | billion by early next year, an

! ! upgrade to ‘BB-‘is likely. Fairly

sizabie distributions from

developing economies such as

{ iVenezuela, Nigeria, and

i : Argentina, in 2004 were helpfut,

‘ ! but expectations of continuing

: i dividends from these economies

! | present risk. Standard & Poor's

! expects continued equity
‘investment in new projects,

| especlally in the wind sector i

| The AES Corp. | B+/Positive/ Taylor
i .

ﬁndianapolis Power & Light Co. l BB+/Positive/— Elseman ; See The AES Corp

E{IPALCO Enterprises Inc. frBB+IPositive/-- Erseman : See The AES Corp.

. UM UV i}

On June 10, 2005, Aﬂanta Gas Light Co. reached a rate
i semement with the Georgia Public Service Commission that

" Standard & Poor's considers neutral for credit quality. l
Standard & Poor's views positively the roughly $30 million
‘ 1 annual increase in discretionary cash flow through 2008
; : ‘ expected to result from the extension of AGL's pipeline- i
| ! : : replacement program, as well as the commission's decision
i . ) i {o only modestly decrease Atlanta Gas Light's allowed ROE -
. ) o 10.9% from 11%. On the other hand, Standard & Poor's

f
i |
: i
f
|
'
i
i H
i
i i
i

| AGL Resources Inc. iA—/Negat’rvelA—Z  Messer

: views the five-year rate freeze and the elimination of
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. :r R I | i perfonnance-based ratemakmg as potentlally pre—ssurlng
i operatmg margins through 2010.

l
| ;
ertlanta Gas light Co. } A-INegative/-- r Messer See AGL Resources. J

Pivotal Utility Holdings i A‘INegatrveI— ; Messer See AGL Resources.

i PR

i

i Allegheny continues to make progress bolstering its balance |

! “ sheet. It has so far paid down more than 1.2 billion of debt, :

) ! compared with the stated goal of paying down $1.5 billion of :
i : debt by the end of 2005. Aflegheny is likely to receive $141

Aliegheny Energy Inc. 5 BB-/Positive/— | Hsieh -million in cash for the sales of its West Virginia gas

: ! ! “operation in the third quarter of 2005. The recent bank loan ;

! . : ' refinancing efforts at the parent company and Allegheny ;

‘ Energy Supply bode well for the company's recovery effort
i | as they improve liquidity and lower interest expense.

Allegheny Energy Supply Co. LLC i BB-/Positive/— See Allegheny Energy inc.
| Monongahela Power Co. BB-/Positive/~ . jfsen AS_e_e Arleg_nerly _Energy lnc_ N ,:—. i— :_j \ ; _J
Potomac Edison Co. 1 BB-/Positive/-- : Hsieh - ' See AIlegheny Energy Inc. ‘
West Penn Power Co. IBB-Postivel~ ~ Hsieh  :See Allegheny Energy Inc. T
ST Standard & Poor's expects ALLETE's cash ﬂe;rt; Ab_e—_w -
. significantly less robust in 2005 due to a one-time $73 !

i ' million pretax cash buyout of the LSP-Kendall power-
; ! ; purchase agreement in April 2005. The buyout payments
i [ ! were financed with cash proceeds from the sale of noncore
| i : businesses in 2004. Although ALLETE expects about $26
| ; ! : million of the pretax cash payment to be refunded in 2006
; ’ | as a capital-loss carry-back payment, the timing of the tax
}ALLETE Inc. BEB+/Stable/A-2 Messer : rebate will weaken cash-based financial metrics to below
- investment-grade levels in 2005. After normalizing the
; timing of the tax rebate into 2005, Standard & Poor's
. forecasts that ALLETE will maintain financial merics ;
i , consistent with a 'BBB+" rating and likely achieve interest ;
! coverage ratios of about 3.8x and funds from operations to |
 total debt ratios of about 20%. in general, Standard & Poor's {
vrews ALLETE's buyout of the Kendall agreement favorably

: ngh Ievels of debt at Alliant Energy Resources, 1
| i i . underperforming international assets, and negative
j .

: | discretionary cash flow at the consolidated level remain key
i 5 _factors contributing to the company’s negative outiook.
: i : : Despite some recent debt reduction at Alliant Energy
i i i i Resources~the company will have retired roughly $204
i : million by the end of July 2005--the subsidiary continues to |
| : account for about 43% of total gross debt outstanding. ;
i Nonregulated invesiments—most notably in Brazil and
i China--continue to underperform. However, the company is
" { . o -currently exploring atternatives for its China investments, |
| Alliant Energy Corp. i BBB+/Negative/A-2 : Silva : includin)g thg potegntial merger or sale of the business. An
: ‘ i exit from China and other international ventures such as the !
i : Laguna del Mar resort in Mexico would improve the i
| : i ‘ company's business risk profile. Internally generated funds
. : are generally sufficient to cover the company's common

i : : ‘dwndend and utility-related maintenance capital

‘ " expenditures. However, the company must rely on modest
' unrestricted cash reserves, currently $165 million, and

external funds for all other uses, including growth-related
; capital expenditures and the reversal of certain tax-related
regulatory liabilities. !

i

‘§Alliant Energy Resources Inc. 1 BBB+/Negative/A-2 Silva See Alhant Energy Corp. ) [

r Interstate Power & Light Co. : BBB+/Negative/A-2 Silva See Alhanl Energy Corp.

‘ Wisconsin Power & Light Co.
I

‘ i

| A-/Negative/A-2 Silva " See Alliant Energy Corp.

i ———.

l i . Ameren's ratings could stabilize if a reasonable post-2006
i regulatory and market structure environment in lllinois is
i ; ; established, the company successfully integrates lllinois
,;Ameren Corp. | . Power into the Ameren system, Callaway's performance

. 5 : . improves, and management continues to follow through with ‘

A-/Negative/A-2 ' Eiseman

i
!
i
|
!
i
|
i
]

1 ' actlons that support credrt qualrty Ameren prefunded 55%
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- of its 2004 acquisition of Hllinols Power with common equity,
: using about $800 milfion of the $1.3 billion equity issuance :
§to reduce lllinois Power's heavy debt burden. Regulatory |
i unncertainty following rate freezes in liinois and Missouri on -
‘ Dec. 31, 2006 and June 30, 20086, respectively, as well as
+ the Callaway nuclear station's declining operating
i performance, are credit concems. It appears likely that
! distribution companies would procure power through an
i auction process. A regulatory ruiing is expected by the end
of 2005. Ameren's largest subsidiary, Union Electric, will file
. a cost of service study with Missouri regulators by Jan. 1,
: 2006.

AmerenEnergy Generating Co.

A-/Negative/A-2

, Eiseman

i See Ameren Corp.

| Central Winois Light Co.

A-/Negative/A-2

Central llinots Public Service Co.

A-Negative/A-2

CILCORP Inc.

A-/Negative/A-2

lliinois Power Co.

A-/Negative/~

Eiseman

2

Eiseman

Elseman

Elseman

1 See Ameren Corp.

e e e et s s e o 2 i e e ]

: See Ameren Corp

e
See Ameren Corp.

See Ame-ren'Corp :

Union Electric Co.

| A-/Negative/A-2

,__,_

: Eiseman

See Ameren Corp i

i

American Electric Power Co. Inc. (AEP)

' BBB/Stable/A-2

g Shipman

AEP Texas Central Co.

BBB/Stable/--

: Shipman

AEP has experienced electric industry restructunng inits

{ two main utility jurisdictions, Ohio and Texas, but other i
; industry developments have led the company to exit l
: unregulated operations. Regulated entities include the :
- electric distribution and transmission companies in states

: that have deregulated and the vertically integrated utilities in :
I the other states. Two issues could affect credit quality, but |
: not in the near term. First, the company is faced with an !
: almost constant cycle of regulatory proceedings in one or
.more of the 11 states in which it operates, as well as at the
i federal level. Managing such a diverse collection of
i regulators and the risk it carries is a challenge, even foran |
. organization as large and deep as AEP. Second, the mostly
: coal-based company will be spending a lot on

: environmental compliance for the foreseeable future, which
“ will be a massive undertaking that heightens operating risk
:and regulatory risk, as well as threatening AEP's generation |
‘ cost advantage |

7 See American Electric Power Co. Inc. i

AEP Texas North Co.

BBB/Stable/--

Shipman

: | See American Electric Power Co. Inc.

Appalachian Power Co.

BBB/Stable/—

i Shipman

; See American Electric Power Co. Inc.

Columbus Southem Power Co.

BBB/Stable/--

| Shipman

Indiana Michigan Power Co.

BBB/Stable/--

. Shipman

| See American Electric Power Co. Inc. ) |

; See American Electric Power Co. Inc.

i Kentucky Power Co.

BBB/Stable/—

| Shipman

;ISee American Electric Power Co. Inc.

! Ohio Power Co.

BBB/Stable/—

| Shipman

: See American Eilectric Power Co. Inc.

Public Service Co. of Oklahoma

BBB/Stable/—

: Shipman

Southwestern Electric Power Co.

BBB/Stable/--

-

I
i American States Water Co.

; A-/Negative/--
!

|

!

: Carrillo

i See Amencan Electric Power Co. Inc. {

i 0 UV U |

| Shipman

See Amencan Electrlc Power Co inc.

The credlt quamy of Amencan States Water reflects that of
‘ ‘its main subsidiary, Southern California Water Co., whose

financial measures have improved during the last two years
. to within benchmark levels as the result of much needed,
. but delayed, rate relief. The responsiveness of state !
“regulators in granting timely rate increases will be key to
malntammg credit quahty

: Southern California Water Co.

: A-/Negative/—

.frCarrillo

. See American States Water Co

—

American Transmission Co.

i

| A/Stable/A-1

1
i
i
|
i

- The financial measures for Amencan Transmlssmn continue
: o remain strong for the rating due to reliable operations and
"supportive FERC reguiation, including a return on
, construction work in progress and a 12.2% currently
- authorized ROE, both of which should further strengthen .
. credit quality. As the company continues its extensive !
buﬂdlng program over the next 10 years, it faces the :
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challenge of managing its transmission construction costs

i However, it is expected that the company’s capital i
{ expenditures will not weaken its financial measures as long
i as American Transmission’s utility owners continue to
, support credit quality through equity contributions, If the
owners curtail equity funding and debt leverage materially

‘increases, credit quality could be affected.

American Water Capital Corp.

: A/Negative/-

Beicke

iAqua Pennsyivania Inc.

|
i
i
b

: A+/Stable/—

{ The ratings on American Water Capital, a wholly owned i

: subsidiary of American Water, largely reflect the
: consolidated credit quality of its ultimate parent, German
i muiti-utility RWE AG.,

i
H

‘ Beicke

Ir Parent Aqua America continues to be a leader in the
consohdatlon of smaller water systems, having completed
several "tuck-in" acquisitions year to date throughout the

0
1
i

companys service territory, including in Pennsylvania. The
. company is expecled to continue acquiring smaller water
i systems to help maintain its above-average growth rate.
| Consolidated financial performance remains strong, with
~adjusted funds from operations (FFO) to average total debt
"at 18.8% and adjusted FFO interest coverage at 4.4x for the

12 months ended March 31, 2005.

Aq'uaﬁon Co.

A/Stable/~

. Aquarion Water Co. of Connecticut

A/Stable/—

: Aquila Inc.

B-/Negative/—

Atmos Energy Corp.

; BBB/Stable/A-2

PR e e e e

I Wolinsky

- Avista Corp.

f BB+/Stable/—
\
|

' The ratings on Aquarion incorporate the consolidated credlt

. profile of British parent, Kelda Group PLC, as well as

{ Aquarion's weak regulatory environment in Connecticut. On -
: May 25, 2005, Standard & Poor's affirmed its ratings on

' Kelda following Kelda's announcement of its intention to buy !
: back £120 million ($219.4 million) of its shares (about 5% of :
' total equity) over the next two years. Standard & Poor's :
" expects the group to maintain an adequate credit profile, |
; although credit metrics should be weaker during the

[ buyback period. Aquarion's credit quality benefits from an

: attractive service territory, a largely residentiai customer

' base, and some geographic diversity, somewhat moderated

by weak regulatory treatment in Connecticut.

i See Aquanon Co.

Aqmla replaced a $100 million cash-coliateralized facility i

W|th a $180 million synthetically secured facility. The new

" credit facility will free cash that currently supports :
outstanding lefters of credits or is deposited with trade |

i counterparties. In addition, it decided to make a premium ¢

- offer for the exchange of its $345 million 6.75% premium
: income equity securities (PIES) two years prior to the
{ mandatory conversion date. Early conversion 1o common
- stock of all outstanding PIES would contribute to modest
‘ reductions in debt (14%) and cash interest expense (10%). |

. : The exact percentage of holders willing to convert to

- common stock prior to the mandatory conversion date )

“(Sept. 15, 2007) will not be known until July 1, 2005. '
Despite the improvement in liquidity, the adequacy of .

. consolidated cash flows remains uncertain, especially in

i light of the company’s onerous debt burden. lmprovement in

. cash flow adequacy depends on the company's ability to

{ execute on its plans to seli certain regulated assets to pay !

‘down debt, secure timely base rate increases in a variety of

: regulatory jurisdictions, avoid an adverse outcome in the
- South Harper facility court case, and manage utility-related -
- cost pressures arising from interruptions in its contracted ]

“coal supply

Due to weak credit measures, Standard & Poor's is unlikely ’
'to raise its ratings on the company in the near term. i
i Standard & Poor's could lower its ratings if expected free
. cash flow from the combined company is insufficient to

. significantly reduce debt or management experiences

- significant operational difficulties that cause credit measures :

lo detenorate

The ﬁrst quaner loss at subsrdnary Avista Energy reflects the |
Venkataraman { potential volatility in trading business results, but the

i
¢
i
i

magmtude is not sngmﬁcant enough fo matenally affect
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! | Avista's financial profile. Standard & Poor's always zeroes

: out margins and cash flows from speculative trading and

: adds about $40 million in off-balance-sheet debt to reflect .
i Avista Energy's capital adequacy requirement. Standard &
: Poor's expects that Avista will continue to pay down debt
and avoid further capital investments in unregulated

. businesses. However, vuinerability to poor hydro years and

! i : the volatility in the energy trading operations may continue

! ; :to hamper Avista's ability to improve its financial profile and

i ; eventually achieve investment-grade rafings.

—_ RO e i+ et

: Baton Rouge Water Works continues to maintain strong
i : - cash flows, a moderate capital spending program, and
| 1 conservative financial management. The company also
i | : benefits from an above-average organic customer growth

The Baton Rouge Water Works Co. , AA/Stable/— ! Beucke ’ rate of 3%. Financial performance remains robust, as
1 ' evident by the company’s healthy free operating cash flow
- and its adjusted funds from operations to average total debt |

ratio of 33% for the 12 months ended March 31, 2005.

e e e e T
Operatlonal difficuities at the company’s exploration and

- production segment have weighed on the rating. First

' quarter 2005 oil and gas production was essentially flat with -

*fourth quarter 2004, improved performance in this segment

. could stabilize the ratings outlook. The sale of the

i i . company's telecommunications subsidiary, FiberCom, i

: Black Hilis Corp. . BBB-/Negative/—- ' Silva : modestly reduces business risk. The divestiture also

i ; provides the company with another opportunity to reduce -

! ' ! debt, which would bode well for credit. Pretax cash |

| proceeds from the sale are estimated at $103 million. The f

! company's new five-year credit facility for $400 million ($50 ;

i . miffion more than two previous facilities) enhances the

‘ i company s liquidity modestly !

Black Hills Power Inc. BBB-/Negative/— ‘Siva 1 See Black Hills Corp. i

et S

. Standard & Poor's expects the consolidated funds from
i ; i : operations (FFO) interest coverage ratios to remain above |
i Boardwalk Pipeline LLC BBB/Stable/— Wolinsky - 4x, with an average of about 4.3x. FFO to total debt should .
: ; i ‘ remain above 17%, with an average of just under 18%. Debt !
i , fo total capitalization is expected to remain around 50%.

i

]

| Gulf South Pipeline Co. LP BBB+/Stable/-- : Wolinsky See Boardwalk Pipeline LLC. f=

Texas Gas Transmission LLC BBB+/Stablel/- ) Wolinsky Seé Boardwalk Pipeline LLC :

Ratmg stability is supported by the company‘s improved
‘ financial performance, driven largely by more timely rate
: ' relief granted to main subsidiary California Water Service
; ) : Co. by the California Public Utifity Commission. Since its
i : ' - delayed resolution of the 2001 general rate case, the
: : . commission has approved a series of significant rate
[P . ; . increases and implemented a number of enhancements to
 Califoria Water Service Co. i A/Stable/~- Carrillo . the rate filing process, including the use of interim rates and
.3 i . effective dates. California Water has also taken notable
: steps to improve its balance sheet with two separate
rissuances of common stock totaling $77 million since ,
August 2003, reducing debt leverage to about 50%. Capital .
requnrements are high at $85 million in 2005 and between
. $70 million and $80 million per year through 20089. :

e

Calpme 's liquidity remains a credit concern, given the ;
: ' company's weak and volatile cash flow generation and high |
i : debt leverage. The negative outlook reflects Calpine's weak i
: -financial ratios and expected negative funds from operations
! lfor 2005. The ratings could be lowered if Calpine is unable
-to secure the needed cash from asset sales, monetizations,
i and financings or gas prices were to decline significantly,

i which could cause Calpine's cash shortfall to be greater

i than expected. Over the Jonger ferm, the ratings could be
- lowered if Calpine is unable to refinance the $1.2 bilfion of |
“second lien debt in 2007. A move to a stable outlook is

“ highly unfikely in the near term but could occur if spark E
. spreads increase substantially and Calpine’s cash fiow turns
 positive. :

Calpine Corp. B-/Negative/— Wolinsky

1
]
|
I
|
i
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Wolmsky : See Calpine Corp.

Calpine Construction Finance Co B-/Negative/—

: The rating is linked to the 'B-' rating on Calpine Corp.

'i | ! i because CalGen is not structurally separate from Calpine

! I i ! and could be consolidated into a Calpine bankruptcy.

| :CalGen also receives credit support from Calpine in the

| . form of a $750 million working capital facility and a de facto
i - guarantee of operating performance through the power

: ! - purchase agreement with Caipine Energy Services (see

! i . Calpine Com.).

i
i
|

| |
' Calpine Generating Co. (CaiGen) B-/Negative/~ i Wolinsky

|

.I i ! : The company has experienced steadily improving financial

: ; i results over several years, including ongoing gradual debt

! ! . reduction, but has also benefited from favorable regulatory
“support and solid customer growth. While overall financial

{ : performance may be more moderate in 2005, cash flow |

; ' ! ' coverage is still expected fo be strong. The company’s :

‘ Cascade Natural Gas Corp. ' BBB+/Positive/-- . Carrillo exposure to gas cost volatility is significantly mitigated by a |

i : "purchased gas cost mechanism. Ratings improvement will

depend on management's ability o execute on its planned

i . debt reduction efforts to sustain high levets of cash flow

i “coverage and to prudently hedge its expected load overthe -

! : , near term to avoid a recurring accumulation of gas cost !

. deferrals !

! ! There remains lingering uncertamty in the CenterPomt

| i Energy Houston Electric stranded cost true-up case, as both | i
| l . : the true-up order and financing order have been appealed. |
: ! . Maturities should not be pressured due to cash received :

; from the closing of the Texas Genco sale and the use of a |

| CenterPoint Energy Inc. BBB/Negative/- Taylor I backstop credit facility that covers the $1.31 billion term foan |
! : . due in November. If securitization proceeds are received, or |
. ; Standard & Poor's becomes relatively certain of their near-
; : -term receipt, CenterPoint’s outiook will likely be revised to
i ! slable
- U S S . LTI reey iy b et S+ e me wvm ae e e v s+ i o]
CenterPoint Energy Resources Corp. ; BBB/Negative/- i Taylor See CenterPomt Energy Inc. :

Houston Electric LLC BBB/Negative/-- | Taylor ; See CenlerPomt Energy Inc i
: k { " Ranngs are based on the overall credvt prof ile of parent CH i
Energy Inc. The parent is looking to redeploy about $100

i million in cash on hand (cash balance $110 million as of
i : March 31, 2005), combined with a similar amount of debt, |

| : : and apply toward building a portfollo of energy related
o 3 assets. The first step was taken in November 2004 when i
Central Hudson Gas & Electric Corp. lA/Stablel—- ' Beicke | Central Hudson Enterprises Corp. (CHEC) made an equity !
I ; ! investment totaling $10.7 million in an ethano! production :
' , - facility in Nebraska. Standard & Poor's expects further i

i : ; “investments in CHEC to be in line with the company's
. i existing businesses. Any significant increase in the scale or 1

! ! : scope of investments in nonregulated businesses could

i : negatnvely affiect the rating or outlock on the utiity.

i
|
|
|
i
%
!

i : i On June 10 2005 Standard & Poor's lowered its corporate i
i : _credit rating on Central Vermoni Public Service Corp. to
: : :'BB+ from 'BBB-. The downgrade was in response toan |
;April 2005 Vermont Public Service Board rate order !
: requiring Central Vermont to provide customers with a rate
i refund of approximately $6 miliion in June 2005 and to

BB+/Stable/— Sllva ireduce rates by 2.75% effective April 1, 2005. By reducing

; :funds from operations by roughly 20% in the current year |
and 10% in subsequent years, the rate order undermines
; the company's already pressured financial position. It also ¢
i ; limits the company's ability to generate adequate and stable ;
: cash flows over the foreseeable future.

! Central Vermont Public Service Comp.

i
i
i
i

'
!
~

i ! ' The ratings on Cinergy are on CreditWatch with negative
\ ; : 1 implications due to plans to merge with lower-rated Duke

i ! : i ' Energy. Current stand-alone ratings are based on the

i : : company's strategic focus on operating as a virtually fully

' Cinergy Corp. BBB+/CW-Neg/A-2 i Shipman ‘integrated utility. The ratings are constrained by higher-risk,
: i nonregulated acfivities, including its energy marketing and
: : ‘trading activities. Cinergy's need to spend significant :
! ! ‘ -amounts on environmental compliance for its coal-fired i
; : generahng ﬂeet wrll put pressure on cred«t quahty The {

ATTACHMENT DEB-5
Page 7 of 38



contlnued growth in unreguiated frading operations and
i ! energy services activities also constrains ratings, and is
i expected to remain a concem for the post-merger company

: Cincinnati Gas & Electric Co.

BBB+MWatch Neg/A-2 . Shipman

k See Cinergy Corp.

PSI Energy inc.

\ | BBB+MWatch Neg/A-2 Shlpman

Union Light Heat & Power Co.

BBB+/Watch Neg/-- Shlpman

See Cmergy Corp.

See Cmergy Corp.

| Cleco Corp.

|
| BBB/Negative/-- ‘ Tsocanos

Cleco Power LLC

i BBB/Négative/—- i Tsocanos

: "Cleco is in the process extricating itsetf from failed

: unregulated power ventures and refocusing on core utility

. operations. The slow-growing though stable utility is

: hampered by a supply position in which generation

: represents only about 50% of peak power requirements, |

- with the shortfall filled by shoriterm purchased-power .

; agreements. The company is currently exploring long-term ,

, solutions to the generation gap. Efforts to sell a merchant

. plant have faced persistent delays, and a dispute with tolfing ;

" counterpatty Caipine threatens to reduce cash fiow from ’

. unregulated power generation operations. While credit :

. measures should improve after the company repays 2005 '
. debt maturities, merchant power chalienges and the supply
posmon at the utility puts pressure on Cleco's ratings.

; See Cleco Corp.

\
i
f
i
t
!

| CMS Energy Corp.
i

i i

| BB/Stable/-- i Janiak

i '
i
i i
i .

i Consumers Energy Co.

1

: CMS Energy's significantly improved liquidity, continued
“focus on its low-risk, core utility operations, and significant !
. reduction of its parent level debt over the past few years
: from $5.6 billion at year-end 2001 to $2.7 billion at year-end
+ 2004 resulted in the revision of its outlook to stable from i
negative. Furthermore, CMS has addressed most of its debt |
maturmes through 2006 and 2006 while maintaining
adequate liquidity. Nevertheless, the current ratings and
"stable outlook are contingent on CMS Energy maintaining |
. adequate liquidity while it continues to focus primarily on its :
i core utility operations and reduce its high leverage to funher
nmprove its financial profile.

TBB/Stmblel- | Janiak

|
i

i Cogentrix Energy Inc.

i
i
!
i
i
'
i

|

i
! :
i ‘,

 BB-fStable/- : Acar

i
!
r
f
i
i

Colonial Pipeline Co.

i
i
§
i
i
l
1
i
l

{ ArStable/A-1 Lee

r
|
|
{
|

i Connecticut Water Service inc.

See CMS Energy Corp. i

i Operatlonal performance continues fo be SO|Id with an

; average availability factor of 95% or above. The company's

: parent cash flow coverage of 2.65x in 2004 was better than |
the projected 1.95x, mostly due to $36 million of one-time ~ :
. true-up payment received related to Cedar Bay. Parent cash
. flow to interest coverage is expected to be around 1.8x for

12005 and above 2.0x after 2005. Cogentrix Energy acquired |
: about 978 MW of generating assets on Jan. 31, 2005, from

! National Energy Company LLC. The acquisition, as well as

i about $200 million of refinancing, was funded with a $650

; milfion bank loan rated 'BB+', and $100 million of equity
. from Cogentrix’s parent, Goldman Sachs Group inc.
(A+/Sta ble/A-1 ).

The rahngs on Colomal Prpelme conbnue to benefit from the i
: company's superior geographic reach, access to Gulf Coast

. refineries as well as Southeast, Mid-Atlantic, and Northeast |
- markets, strong market position, regulation by the FERC
- that is favorable for credit quality, solid operating cash flows, :
renewed focus on pipeline safety, and owner consituency.

. However, increased capital expenditures needed to comply
i with ultra-fow sulfur diesel regulations effective mid-2006, if
financed enfirely with debt, couid pressure the company’s
credrt quality.

A/Stable/—- i Beicke

1 ln May 2005, Connecticut Water completed the sale ofits |
: Cape Cod, Mass. water utility The Barnstabie Water Co. to

i the town of Barnstable for $10 million. As part of the

- transaction, the town entered into a contract with the

i company to receive its operating and management services

. for the Barnstable water utility. The town is aiso scheduled |

: to acquire 109 acres of non-watershed land in early 2006 !

i from Connecticut Water's unregulated real estate subsidiary .

i BARLACO for $1 mllhon Connecbcul Water's ﬂnanc:al
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! ;lncreased revenues, cost savings initiatives, and the :

. ;7 i B ; o perfonnaﬁﬁe has strengthened over the last year due to !
| i company s redemption of its first mortgage bonds.

The Connecticut Water Co. A/Stable/- h Belcke See Connecticut Water Service Inc. ;

‘ Standard & Poor's expects the company's financial ratios to .
weaken in 2005 due to regulatory lag associated with the

i i
1

Consolidated Edison Inc. lAIStable/A—1 :Wolinsky caprtal program. The company should bring debt levels back : :
; : ‘in line by 2007 through equity issuances and regulatory rate ‘
: | rellef :
Consolidated Edison Co. of New York Inc. i‘A/StabIeIA-1 ;Wolinsky i i See Consolidated Edison Inc. i
Orange and Rockland Utilities Inc. : A/Stable/A-1 | Wolinsky i See Consolidated Edison Inc. :
. — [ IURUREN S S

Rockland Electric Co. %A/Stable/A—1 Wollnsky i See Consolidated Edison Inc. i
% i Driven by a growing competitive supply business and f
icontinued debt reduction, Constellation recorded an funds |
! from operations (FFQ) interest coverage of 4.6x and FFO to |
i : debt of 23.8% for the 12 months ending March 2005, As
: i ) I , Constellation expands its competitive supply business,
; Constellation Energy Group Inc. : BBB+/Stable/A-2 ‘Hsieh Standard & Poor's expects the company to continue to :
! ! ) mamtam an appropriate level of liquidity and a set of robust |
i , financial measures commensurate with the business risk i
i i profile associated with the company’s competitive supply ;
i ' business, which is still a relatively new and growing
! business.

BBB+/Stable/A-2 HSIeh T See Constellation Energy Group.

i Following the completion of the acquisition of American Ref- -
i t Fuels, Covanta's rating was raised to 'B+". It continues to be
: ‘a highly leveraged entity, but Standard & Poor’s continues
to expect stable cash flow from its waste-to-energy
busmesses Leverage should decline over the medium term
Covanta Energy Corp. ‘B/Stable/- , Taylor "as requirements to maintain letter of credit facilities deciine,
. | subsidiary debt is amortized, and operating and interest
i ‘expenses are reduced. Over the longer term, an estabhshed
; -frend of reduced financing costs and business stability
H needs to be established for the ratmg to lmprove

b 1 The ratlngs on CrossCountry beneﬁt from cash ﬂows from ;

. ! i 100%-owned subsidiary Transwestern Pipeline, combined

; | . with dividends from 50% owned subsidiary Citrus Corp.

! : (parent to Florida Gas Transmission). In November 2004,

! CrossCountry was sold to CCE Holdings LLC, a joint

i i venture of Southern Union Co. (50%- -ownership interest), i
' GE Commercial Finance Energy Financial Services (now

w 30% owners), and minority owners (now 20%). i

; i : Transwestem recently completed construction on of San '

! CrossCountry Energy LLC : BBB/Stable/-- Lee : Juan lateral expansion, which went into service on May 1,

i i : i 2005, adding 375 million cubic feet per day of capacity.

. : i  Transwestern is also currently in negotiations with

i : : : customers to construct a new lateral off of its main line into

! ! . the Phoenix market. Current ratings are premised on .

: | H . expectations that cash flows continue to buoy credit metrics, :

i i " debt levels remain balanced, recontracting risks stays !

i manageable, additional large expansions at Transwestem

i i do not materialize in coming years, and dividends received

_from Citrus equat or exceed Citrus' eamings.

|
i
t
{

Baltimore Gas & Electric Co.

|
|
!

{ Transwestern Holding Co. LLC } BBB/Stable/-- ‘Lee See CrossCountry Energy LLC

Transwestern Pipeline Co. LLC BBB/Stable/— iLee See CrossCountry Energy LLC

H “The extension of the rate freeze for subsnd|ary Dominion :
1 Virginia lends stability to cash flow through 2010 but adds
i . fuel cost escalation risks. Despite mitigating risks by :
B ! hedging of gas production and acquiring supply contracts !
i for merchant generation, Dominion's leverage remains high !
BBB+/NegatlveIA -2 {Prabhu “and cash coverages, albeit improving, still Iagg expectations, |
The company has also indicated that 2005 will be a year for
| - consolidating existing businesses, and no significant
: | ; acquisitions are expected. While no significant debt
. ! ; : reductlon has been achleved through Apnl 2005 paydown

i Dominion Resources Inc.
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, New projects.

_: of debt from Canadlan assets and prevailing hydrocarbon

: prices should help the company in improving debt leverage
| by year-end 2005 as a result of increasing cash flow from |

i Consolidated Natural Gas Co.

BBB+/Negative/A-2 [Prabhu

; See Dominion Resources Inc.

L
i

| Virginia Electric & Power Co.

i

| A-/Stable/A-2  Prabhu

:DPL Inc.

i The rate-capped structure has been extended through 2010
;and entails a freeze on the existing fuel factor through June
: 2007. The fuel factor could lower the utility’s credit profile, !
! even though escatation in fuel is offset to an extent by

; higher revenues for the exploration and production business
! at the consolidated level. The exiension allows Virginia

: Power to continue recovery of capacity payments on its

: non-utility generator contracts at the established levels

- through 2010, enabling it more time to buydown these
contracts.

| BB/Positive/- Janiak

! Dayton Power & Light Co.

1 BB/Positive/—

{The sale of a sizable portion of its higher-risk investment |
- portfolio, combined with the fact that the company plansfo
: use such cash proceeds toward debt reduction, bolsters i
- DPL’s overall creditworthiness, The positive outiook
{incorporates new managements continuing commitment to
: reconcile the company’s former weak internal controls and |
corporate governance issues, combined with the utility
generatmg sufficient cash flow to further reduce of DPL's |
: consolidated debt leverage. Future upward ratings i
- momentum will be strongly correlated with the actual timing :
: of the sale of its remaining investment portfolio and
 management's ultimate use of cash proceeds toward the
balancing of debt reduction and reinvestment needs in its
; core operations

See DPL Inc.

DTE Energy Co.

: Janiak

BBB/Stable/A-2 Kennedy

i

Detroit Edison Co.

 BBB/Stable/A-2 Kennedy

Michigan Consolidated Gas Co.

| BBB/Stable/A-2 Kennedy

; Duke Energy Corp.

i

7

H

BB/MWatch Neg/A-2 { Nikas

Stemmmg customer attrmon in2005is a major challenge for
Detroit Edison. The company has filed a rate rationalization ;
: plan and a final order is expected by the end of 2005. Also,
' the company has announced a potential $700 million share !
repurchase. The actual amuont of repurchases (expected
_through 2008) will depend upon DTE's ability to generate
“sufficient cash flow to pay down debt and make new
.investments. Finally, Standard & Poor's will monitor DTE's

* ability to utilize cash flow from its synthetic fue! business.

; The company expected this operahon to generate about

; one-third of its total cash flow in 2006. However, DTE could '
“lose the ability to utilize about $130 miliion of the cash flow,
. due to the potential disallowance of tax credits or poor
economncs assocxated wuth produet:on

See DTE Energy Co

See DTE Energy Co

The ratlngs on Duke Energy are on CreditWatch w1th
negative implications after its proposal to acquire Cinergy |
Corp. The CreditWatch listing reflects the uncertainty ;
surrounding certain strategic decisions, including the

' potential separation of the electric and gas regulated assets,
uncertainty as to a final iegal corporate structure,

. reservations about the company's ability to realize all of the
proposed cost savings, and the potential for the merchant
generation operations to become profitable, presenting
management with the incentive to increase the size of the
business.

i Duke Capital LLC

'BBBMWatch Neg/A-2 | Nikas

- See Duke Energy Corp.

|
i
!
|

i Duke Energy Field Services LLC (DEFS)

i

| BBB/Stable/—- “Nikas

. DEFS' financial profile has benefited materially from strong
: natural gas liquids prices and the generally healthy margin

i | between natural gas liquids (NGL) and gas prices, as well
‘as DEFS' success in renegotating contracts and continued

i reductions in operating cost. In addition, the financiat profile

- has benefited from recent gas gathering asset acquisitions
“in southwestermn New Mexico and gas gathering and i
processnng and NGL transpoﬂatqon assets on the Guif
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7
i

0
'

i B .
{ Coast. ;

! PanEnergy Corp.

i BBB/Watch Neg/—

N«kas

Texas Eastemn Transmission LP BBB/MWatch Neg/--

‘ leas

Duke Energy Trading and Marketing LLC BBB-/Watch Neg/-

l
i

- Hsieh

i Duke Energy Corp. !

‘Seé Duke Energy Corpw o ) i

i Duke Energy Tradmg and Marketing is scaling down its
{ activities and has sold a significant portion of its assets. !
| However, while the company still has a sizable trading

! portfolio, Duke Capital's liquidity support is critical to Duke

; Energy Trading and Marketing's investment-grade status.

e

| BBB/Negative/--
i

Duguesne Light Holdings Inc.

i
i

i

. Jepsen

: The strong business risk profile of Duquesne Light Co.’s
! low-risk transmission and distribution utility and the parent's
i exit from riskier competitive businesses are offset by
i Duquesne Light Holdings' weak, but improving, financial |
: profile, supply risks from the utility's provider-of-last-resort
| (POLR) obligation, higher risk from a remaining unregulated i
; portfolio, the potential for paying additional state taxes that
i could be up to $90 million, and the expected loss of ;
i operating income from synthetic fuel facilities after 2007 that (
i have been contributing about 18% to eamings. Although the 3
i Pennsylivaina Public Utility Commission's approval of i
i Duquesne Light's supply plan for the 2005-2007 period
xellmmated uncertainty about the company's POLR plan after |
I 2004, the utility now has supply risk from its POLR %
;obhgat;ons Based on its projected load for this period, the '
! company locked in supply requirements, partly eliminating
i supply risk. The commission deferred a decision on a
i - supply plan for the 2008-2010 period, creating uncertainty
: after 2007.

‘Duquesne Light Co.
-

BBBINegatwel—

| Jepsen

| See Duqﬁe:sne Light Holdings Inc.

'
i

i Dynegy Inc.

i
!
i
¢
i
i

| B/Negative/--

i Kennedy

: Dynegy's announcement that it will seek strategic
i aitematives for its midstream business does not affect the
| ratings. The altematives may include selling the midstream
j business ($278 million in 2004 cash flow) and applying the
! proceeds to debt reduction. The potential sale of the
i business unit would help to reduce Dynegy's high leverage,
" but Standard & Poor's notes that a sale also reduces the |
i company's ability to generate cash flow and affect credit
- metrics. In April, Dynegy announced a $468 million
j settlement with shareholders. The settlement includes a
"cash payment of $250 million with the balance being funded
i through a $150 million insurance payment and $68 million in :
; class A common stock. However, the company's ability to
generate sustainable cash flow remains chalienged.

; Dynegy Holdings Inc.

B/Negative/--

{ Kennedy

See Dynegy Inc

—
linova Comp.

B/Negative/--

, Edison Intemnational

BBB/Stable/--

“Kennedy

 Bodek

‘See Dynegy Inc.

i Edlson lntematlonal‘s 2004 retlrement of all of its debt w:th
"cash on hand strengthened the consolidated companies'

" credit metrics. The consolidated Edison company's credit
profile is principally dependent on the success of its
regulated utility subsidiary, Southern California Edison Co.
(see entry on Southem California Edison). Edison Capital's
contributions to the consolidated entity are about one-tenth
of the utility's and Mission Energy Holding and its i

- subsidiaries are currently barred by loan covenants from

: paying dividends to Edison International due to weak

‘financial performance. importantly, Edison Intemational
requires the Mission Energy Holding companies to be self-

‘ supporting and does not provnde them with capital.

i
\
i
|
|
i

Edison Mission Energy B+/Stable/--

Spangler

. Since the close of the sale of the majonty of its internationat *
portfolio for total proceeds of $2.9 billion, Edison Mission
Energy sold fwo other intemational assets for total proceeds
of approximately $125 million. Doga is the only remaining
intemational asset. Operationally, all of the company's

- plants operate well and the first quarter saw power prices

!rise on the merchant assets resutting in higher cash flow. :

“ Edison Mission Energy remains exposed to merchant cash

i ﬂow at Homer City and Mldwest Generatlon whlch
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{ comprise about 85% of consolidated cash flow. The asset
) ; sales and large cash balance allow the comapny to

; ! effectively alleviate all of its refinancing risk through 2011,
i H assummg projects continue to provide cash flow as

i i expected and cash is used to repay debt as it matures.

| Edison Mission Marketing and Trading

: B+/Stable/--

' Edison Mlssson Marketing & Tradmg is ratedon a
: consolidated basis with Edison Mission Energy. Trading and -
" marketing activities are largely restricted to hedging i
: activities for coal-fired generation. Reduced access to credit *
i ;is forcing cash-backed transactions. |

i Spangler

Southem California Edison Co.

i
i
i
i
i

| BBB+/Stable/A-2

‘ Long-term electricity and fuel procurement activities are
i _ongoing and will define the utility's operational and financial |
profile. Financial performance remains exposed to volatile
i fuel and power procurement costs and the CPUC's
. response to material changes in utiiity costs. Also,
‘ ! expiration of contracts with the California Depariment of
, Bodek  Water Resources and qualifying facilities in coming years
: “will heighten financial exposure related to power
‘ procurement. Therefore, further rating actions beyond the
: recent rating upgrade are not anticipated. The recent
: upgrade reflected the interplay between sound financial
‘ performance and actions by the regulator that are protective :
' of bondholder interests.

El Paso Corp.

i
1
i
i
i
i
1

'BIPos/B-3

i
1
]
i
]

The company has made sold noncore busmesses and is
. renewing focus on pipeliines and exploration and production, !
after extensive forays into unsuccesful merchant power
ventures. The proceeds from asset sales and successful
| capital market transactions put the company in a much
improved position to meet its chaflenging near-term
maturities, though refinancing risk remains a material
concem. El Paso's exploration and production operations
have consistently underperformed in recent years; new
senior management in the production company will need to
‘ halt serious production declines and improve finding costs
and reserve replacement metrics. Accounting and
governance issues, including large reserve write-downs, i
' weaknesses in internal controls, and recent SEC
investigation present an additional drag on ratings.
Additional rating improvement is possible, contingent on
. demonstrated progress in the upstream business and the
i ﬁnanmal proﬁle

{ Tsocanos

i ANR Pipefine Co.

: B/Positive/B-3

: See El Paso Corp.

- Tsocanos

' Colorado Interstate Gas Co.

B/Positive/B-3

“Tsocanos See El Paso Corp.

‘ El Paso Natura! Gas Co.

' B/Positive/B-3

! Southemn Natural Gas Co.

B/Positive/B-3

: See El Paso Corp.

Tsocanos

! Tsocanos

:Tennessee Gas Pipeline Co.

: B/Posttive/B-3

N
, Tsocanos

See El Paso Corp

i

. El Paso Electric Co.

BBB/Stable/--

El Paso ectnc was upgraded in August 2004 to reﬂect the
overall improvement in the company’s financial profile as
well as the likelihood that rates in both the Texas and New
Mexico service territories will continue to be regulated for

| the foreseeable future, assuring a degree of eamings
 stability. Management has continued to buy back debt and
common stock in accordance with the 10-year rate

i settlement that ends in August 2005, and in 2005 tendered
for the remaining outstanding secured debt. Approximately
: 80% of the debt was tendered and the remainder has been

, Waite defeased. This will reduce costs and simplify the process of ;
separating the business into component parts of supply and :
transmission/distribution when retail electric competition
comes to El Paso Electric’s service territory. More ;
importantly, El Paso Electric has negotiated a 25-year
franchise with the city of El Paso (78% of revenue) which
will be approved by the city in July. The settlement has
several favorable aspects for the credit of Et Paso Electric,
.including an extension of current rates and the ability to file
for higher ratres if the retum on equity falis below 8%. in
2007 E! Paso wnll be obliged to netotiate a similar
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Elizabethtown Water Co.

A+/Negative/—

Empire District Electric Co.

. BBB/Stable/A-2

: Beicke

i arrangement with Las Cruces, N.M., whlch accounts for !
about 28% of revenue.

{ The ratings on Elizabethtown Water, a New Jersey-based
: water utility, reflect the consolidated credit quality of its i
ummate parent, German multi-utility RWE AG. i

. Jepsen

The company's business profile is heavily affected by
_historically difficult regulation, but a recent rate case ruling
! exceeded expectations and supports Empire’s credit quality. |
. Importantly for the company, the Missouri commission i

approved a higher than expected amount of fuel expense ¢
.and authorized an interim energy charge that should
. improve the utility's fuel risk management and cost
‘recovery. These approvals were critical because Empire

had been operating without a fue! adjustment clause, and
has a relatively high leve! of gas-fired generation. Because
" almost 90% of utility operating revenues are derived in
‘ Missouri, supportive regutation by the Missouri commission
- will be important for the company, particularly if Empire
invests in new generation as it has indicated it wouid like to
: do. Regarding its strengthening financial profile, Empire has .
"been focused on improving earnings and cash flow !
. protection measures by hedging fuel expenses and ]
- controlling other costs. In the near term, the principal
: financial measures should continue to be in line with levels

Energen Corp.

. BBB+/Stable/-

! silva

surtable for the ‘BBB' rating.

i he ratings on Energen reflect the consolidated credit
profile of the company and its subsidiaries, Energen

‘ Resources Corp. and Alabama Gas Co. Although strong

: commodity prices have bolstered consolidated cash flows

: significantly over the last three years, the company :

: maintains a higher tolerance for debt than appropriate for an
‘A’ category company with material exposure to the oil and !

i gas exploration and production sector. For example, the

. company targets a 60% equity-to-capital ratio, which is low

! for a company with above-average business risk. Increased

: participation in the oil and gas sector exposes the company -

i to a competitive and cyclical industry with large capital
requirements.

Alabama Gas Co.

: BBB+/Stable/-

e
. Silva

: SEe Energen Corp.

| Energy East Corp.

i
!
|
i

| BBB+/Stable/A-2

Central Maine Power Co.

BBB+IStabIe/A 2

. Wolinsky

Wolinsky

Connecticut Natural Gas Corp.

BBB+/Stable/A-2

"~ Wolinsky

- See Energy East Corp

. Standard & Poor's expects credit measures to improve over -
- the intermediate term following the implementation of the
. approved rate seftiement and use Ginna sale proceeds to
‘reduce debt The expectation is for funds from operations to -
. debt to improve to 14% and debt to total capital to improve
“to 56% over the next few years. A move to a positive
“outlook is unlikely in the near term, given the current
financial forecast. Debt reduction would have to significantly ! [
exceed the forecast to warrant a higher rating. A material !
-increase in debt or significantly lower operating cash could
cause a change in the outlook {o negatlve

See Energy East Corp.

. New York State Electric & Gas Corp.

BBB+/Stable/A-2

: Wolinsky

See Energy East Corp.

Rochester Gas & Electric Corp.

BBB+/Stable/A-2

- Wolinsky

; Southemn Connecticut Gas Co.

|
|

BBB+/Stable/A-2

Wolinsky

See Energy East Corp.

_ See Energy East Corp.

Entergy Arkansas Inc.

| BBB/Stable/—

H

Entergy Cormp.

: BBB/Stable/-

{ Kennedy

‘ See Entergy Corp.

L DU VR

 Kennedy

in June 2005, the FERC announced that the Entergy

. system agreement is no longer just and reasonable. The
FERC intends to revise the allocation of production costs

: among Entergy's operating companies by rejecting the

- current methodology of cost equalization and adopting a

 bandwidth remedy with annual reviews. The new

 methodology would help to equalize costs among
companies without creating massive shifts in production
costs Standard & Poor‘s evaluates the Entergy famrly ona

'
I
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Entergy Gulf States Inc.

BBB/Stable/--

Entergy Louisiana Inc.

| BBB/Stable/~

' Entergy Mississippi Inc.

| BBB/Stable/--

Entergy New Oreans Inc.

i’ BBB/Stable/—

i | consolidated basis with less emphasis on rndrvrdual costs !

i : and more on overall production costs. The company's
_liquidity is adequate with $479 million in cash and cash

| ; equivalents and $944.5 million in unused bank capacity

available as of March 31, 2005. The Entergy family has

- $1.59 billion in syndicated 364-~day credit facilities, of which

: $1.456 billion resides at Entergy. The remaining $139 million

-in credit is at Entergy Arkansas, Entergy Mississippi, and

: Entergy Louisiana, of which none was drawn as of March

i 31, 2005. Also, the FERC has accepted the company's

, - proposal to establish an independent transmission

I coordinator. Although this is nacessary first step in a lengthy

: process, concerns remain regarding the state regulators’

; | response tothe proposal i

— _,. P

Y Kennedy See Entergy Corp.

Kennedy See Entergy Corp

Kennedy ) See Entergy Corp

Kennedy See Entergy Corp

System Energy Resources Inc.

| BBB-/Stable/—

Kennedy See Entergy Corp

; Equitable Resources Inc.

A /Stable/A-2

|
!
&
l

| Exelon Corp.

Z

i
|
I'A -Watch Neg/A-2

3 Equrtable s has contrnued |ts strateglc rnrtratlves to increase |
] , capital expenditures in its more risky exploration and
: production (E&P) operations, combined with its more :
aggressrve financial policies, including its share repurchase :
. program, dividend increases, and increased debt levels over -
the past few years. These qualitative and quantitative i
H factors are not commensurate with a 'A’ rating. Furthermore, °
; _the company's increasing focus on, and exposure to, the
; riskier E&P business challenges its credit quality by
: increasing the need to maintain stronger financial
i measures. The company's recent sale of its interest in Kerr
' McGee ($240 million after tax), asset sale of some of its
E&P properties, and anounced plans to sell its Noresco
energy services business should provide the company with
! additional proceeds to either reduce debt or reinvest in its
. core operabons

;Janiak

The rating on Exelon remians on CredrtWatch with negative
. implications while the awaits severat regulatory approves
; related to its announced agreement to merge with Public
* Service Enterprise Group Inc. This process is expected to
Kennedy tkae from 12 to 18 months from the date of the
: ~announcement on December 20, 2004. The company has
. obtained bridge financiang to fund a $2 billion pension
i contribution. Exelon completed its sale of SITHE to Dynegy,
receiving $135 mxllron in proceeds !

‘

Commonwealth Edison Co.

| A-Watch Neg/A-2

Exelon Generation Co. LLC

| A-Watch Neg/A-2

Kennedy See Exe|on Corp

: PECO Energy Co.

| A-Watch Neg/A-2

) Kennedy See Exelon Corp

Kennedy See Exelon Corp l

; Explorer Pipeline Co.

L IIA1

,] FirstEnergy Corp.

! BBB-/Positive/--

The ratlngs on Explorer continue to benefit from FERC
" regulation that allows market-based pricing on all origins
and destinations, ready access to Gulf Coast supplies, a i
. diverse shipper base, and the implied support of its owners. !
However, Explorer has also recently experienced ’
operational difficulties, as a pipefine rupture in September
2004 at Holdenville, Okla. released 1,500 barrels of high-
Lee sulfur diesel fuel into the environment, which necessitated
‘ : shutting down the segment for a period, after which
pressure on the segment was reduced. Explorer's
historically high dividend payout, coupled with greater-than- .
expected capital spending to comply with the EPA's ultra
“low sulfur diesel regulations effective mid-2006, or
continued safety and operational problems, could pressure
ratings

The companys nuclear ﬂeet conlrnues to build a sustained

- Prabhu . operating track record of good performance that is required

for hrgher ratmgs Although much Iess likely, a downgrade
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could occur if the SEC and federal grand jury investigations |
Iresult in significant financial penalties for the company. A !
: quick resolution of the investigation will remove uncertainty
{and also provide potential for an upgrade. While net debt

: reduction in 2005 is expected to be about $700 million, due
'to higher maintenance expenditure, projected free cash flow
! of $400 million in 2005 will be substantially lower compared
,to 2004. Yet, financial performance has improved
substantlally Liquidity is now strong.

Cleveiand Electric llluminating Co.

BBB-/Positive/—  Prabhu

i See FirstEnergy Corp.

Jersey Central Power & Light Co.

BBB-/Positive/—

Prabhy

See FirstEnergy Corp. ,

Metropolitan Edison Co.

| BBB-/Positive/-

i Prabhu

See FlrstEnergy Corp.

: Ohio Edison Co.

BBB-/Positive/— Prabhu

‘rPennsylvania Electric Co.

: BBB -/Positive/—

Prabhu

Pennsylvania Power Co.

BBB—IPosmve/——

"Toledo Edison Co.

BBB /Posmve/--

Prabhu

. Florida Gas Transmission Co. (FGT)

H
i

BBB+/Stable/-~ .Lee

FPL Group Inc.

A/Negative/-- "Hecht

Prabhu o

See F irstEnergy Corp.

\ See FnrstEnergy Corp.

See FlrstEnergy Corp; )

See Flrs’(Energy Corp. K

FGT‘s ratings contnnue to beneﬁt from the strength of its :
"business profile, recent completion of large expansion
| projects, coincident reduction in external borrowing needs,
i and improved credit metrics. FGT is currently planning its
Phase Vil expansion, which is expected to be relatively
-moderate in scale at an estimated capital cost of $80
‘million. FGT faces increasing competition from Gulfstream
; Natural Gas System, a joint venture of The Williams Cos.
“Inc. and Duke Energy Corp., which expanded its reach to
: Florida Power & Light Co.'s Martin plant when it placed its
Phase ll extension into service in February 2005. However,
FGT maintains the competitive advantage of its incumbent
- status. The current ratings are based on the expectation !
: that large expansion needs will not materialize in coming
‘ years and future dividend payout levels will not erode
‘ coverage ratios or other credit metrics.

“FPL Group's consolidated financial performance for the 12
_months ended March 31, 2005 was below expectation,
‘driven by the lingering impact of the hurricanes on the utility !

_and the lower earnings at FPL Energy due to restructuring

- activities. The short-term focus remains the the hearings for

i the storm cost recovery before the Florida Public Service
Commnsslon and the upcoming rate case.

Florida Power & Light Co.

A/Negative/A-1

See FPL Group Inc.

FPL Group Capital Inc.

A/Negative/A-1

i
| Great Plains Energy Inc.

|

i
t

BBB/Stable/-- , Carrillo

See FPL Group Inc

ln 2005 Great Plalns Energy's regulated subsidiary, Kansas
Cxty Power & Light, signed stipulated agreements with the
"staffs of the Missouri Public Service Commission and the

- Kansas Corporation Commission that support the regulated
- utility’s targe $1.3 biliion five-year capital investment
- program, which includes 500 MW of new coal capacity and
100 to 200 MW of new wind capacity. The agreement is

. subject to the review and approval by both the

; commissions. Great Plains’ nonregulated energy marketing
subsidiary, Strategic Energy, continues to increase sales,

" but gross margins have declined due to its challenging
market environment. The stable outiook assumes strong
: cash flow coverage, a near-term reduction in debt leverage,
‘ favorable regulatory support for major capital additions at
. the utility, and steady operating cash flow and conservative

: isk management at Strategic Energy.

‘ Kansas City Power & Light Co.
L

i
T
i
i
:

BBB/Stable/A-2

! Carrillo

i See Great Plains Energy inc. i

h

; Green Mountain Power Corp.

H
i
i
i

‘

| BBB/Stable/—

Silva

®

The company operates in a challenging regulatory
"environment. Recently, state regulators ordered the largest
utility in Vermont (Central Vermont) to refund approximately
$6 million in June 2005 and to reduce rates by 2.75%

: effective April 1, 2005. In this order, regulators determined
that Central Vermont had exceeded lts eamlngs cap and
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i also cut the company'’s allowable ROE. Although Green

i Mountain calculated its ROE similarly to Central Vermont,

' the company does not maintain material net assets (i.e.,

. cash) on its balance sheet that would normally be excluded
‘ from rate base. Moreover, regulators recognize that Green
i Mountain is exposed to material customer concentration

i risk. As such, they allow the company to earn a higher

, aliowable ROE (10.5%) than Central Vermont (10%).

: Hawaiian Electric Industries Inc.

] BBB/Negative/A-2 ; Eiseman

"The negative outlook on Hawaiian Electric Industries i
reflects the declining trend in the company’s consolidated
: financial condition, despite the strong Hawaii economy and
the company’s efforts in recent years to strengthen capital
 structure balance. The company's financial metrics have :
: been pressured owing to rising operating expenses, yet-to-
be recovered investments, and the long-term lack of rate i
relief. Absent credit supportive measures by the company |
: and a responsive decision in Hawaiian Electric’'s pending :
' rate case, prospective key financial metrics may not support | |
: a financial profile that is commensurate for the current

! ratings. Although there are no time restrictions for the

" commission to issue a final order, an interim decision is

. possible by the fourth quarter of 2005. i

" Hawaiian Electric Co. inc.

' BBB+/NegativerA-2 * Eiseman

: See Hawaiian Electric Industries Inc.

—

IDACORP Inc.

ldaho Power Co. | BBB+/Stable/A-2

|

i i

i !

; i i .

: Iroquois Gas Transmission System L.P. | BBB+/Stable/-- . Shipman

, | :

i ' ;

t 3

| :

i : :

i : f

i ! .

i i e e

'ITC Holding Corp. ' BBB/Stable/~ ! Jepsen

i — _ N
International Transmission Co. BBB/Stable/-- Jepsen

‘KeySpan Corp.

i

 A/Stable/A-1 ‘Nikas

1

BBB+/Stable/A-2 Venkataraman

: With the issuance of $115 million in common stock in
: December 2004, IDACORP’s financial profile is expected to
' be commensurate with expectations for a '‘BBB+’ rating from
2005 forward. IDACORP has more than $600 miillion in
caprtal requirements in the next two years but extemnal
{ funding needs are expected to be modest. The stable
i outlook reflects expectations for stable cash generation from
‘the utility and the absence of any significant unregulated ‘
"businesses. Two key issues that would determine future
ratings movement are water flows in the Snake River, which :
- are currently weak, and future rate case rulings by the
. commission.

Vénl;ataram-an Sée IDACORP Inc

The Iroquons Gas Transmlssmn System is a limited
" parinership of gas distribution utilities, electric generators,
: and pipeline companies. The company is substantiatly
" contracted for firm ship-or-pay contracts under a competitive
tariff through 2011 with a diverse basket of financially strong :
.shippers. The pipeline system has a good operating history. i
A maijor expansion of the pipeline into New York City has
enhanced the system, but encountered construction
: problems and delays that hurt credit quality. The issue is
now behind Iroquois, although legal repercussions may yet
be felt. It is not expected to have a meaningful impact on the
ratings. A minor accounting problem recently caused the :
 company to withdraw its 2004 financial statements, which
will be restated soon. The situation should have no effect on
_credit quallty

The company has an excellem busmess profile as the sole ;
provider of transmission service to Detroit Edison Co. and |
]

has minimal competitive risk because of high regulatory and |
political barriers to entry. Following the end of the rate
freeze, the company increased its transmission rate by
nearly 50% under a FERC-approved tariff. Prospectively, |
- rates are to be adjusted annually each June and the
company will continue to require annual rate increases to !
recover capital spending that has more than doubled from
_initial estimates. Although the company expects to maintain .
' a highly leveraged capital structure, coverage ratios and
liquidity should strengthen primarily from annual incremental ;
rate increases following the rate freeze and the expected
equny infusion from a slzeable IPO in the near term

See ITC Holdmg Co.

KeySpan H] ﬁnancnal proﬁle has remamed adequate for the
ratmg in llght of recent debt and commercxal paper
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redemptlons while its busmess nsk profile has moderated
| materially after the disposal of its noncore interests in |
Houston Exploration and Keyspan Canada. Nevertheless,
: : Standard & Poor’s maintained its consolidated business i
|  profile of '4' to reflect KeySpan’s stated intention to pursue
| growth opportunities in unregulated power generation 1
i backed by long-term contracts. KeySpan has delayed untit -
| December 2005 the execution of the purchase agreement
! with the Long Island Power Authority to give the authority
1 additional time to consider various restructuring alternatives. :
Standard & Poor's will assess the effect of the agreement
! on KeySpan's credit profile as details of the agreement
: become available. i

Boston Gas Co.

AIStablel—

Colonial Gas Co.

: NStable/-—

KeySpan Energy Delivery Long Island

At /Stable/-

! KeySpan Energy Delivery New York

A+IStabIeI--

'g KeySpan Generation LLC

| A/Stablel—-

[

Kinder Morgan Inc.

BBB/Stable/A— * Shipman

' Laclede Group inc. (The)

! A/Stable/- , Eiseman

i See KeySpan Corp.

See KeySpan Corp.

i See KeySpan Corp

See KeySpan Corp

F See KeySpan Corp.

Drstnbuhons from Kinder Morgan Energy Partners L P.
(KMP) now represent more than half of Kinder Morgan Inc.'s ;
:total cash flow following the 2004 sale of TransColorado i
: pipetine to KMP, a trend that, if continued, could ultimately ;
cause ratings convergence of the two entities. Escalated
i share repurchase activity, tripling of dividends during since
; the change in tax treatment of dividends in 2003, and the
- prospect that additional significant increases are possible,
combined with likely share repurchases, more than offset
_the beneficial effect of moderate recent debt reduction.
: Ample liquidity and decent cash flow generation outlook
provide comfort for the company's ability to meet its $500
“million debt matunty in 2005.

i

Laclede Group s somewhat weak ﬁnancnal metrics should
i continue to gradually strengthen owing to propects for rate
relief in 2006, a weather-mitigation rate design, the allowed
.twice-yearly rate adjustments on certain facility-related
: expenditures, the issuance of new shares of stock under the |
; company's dividend reinvestment plan, and prospects for
"increased profits from unregulated ventures. A supportive
rate decision in subsidiary Laclede Gas’ pending rate rate
case for a $38 million gas rate hike will be a key factor in
* sustaining a financial profile that is commensurate with the
- cumrent ratings. A Missouri Public Service Commission
decision is expected around the end of 2005.

. Laclede Gas Co.

A/Stable/A-1 Eiseman

.See The Laclede Group Inc

LG&E Energy LLC

T
1

| BBB+/Stable/— Shipman

LG&E S two utilities in Kentucky are good performers W|th
-low costs, a reasonable regulatory environment, and high
; customer satisfaction ratings. Capital spending will be a
priority for the next few years as environmental compliance :
- upgrades and the new capacity requirements will burden the ;
; utilities with large cash needs. Parent company E.ON AG
“continues to state its support for LG&E Energy, which is :
important for ratings stabmty i

Kentucky Utilities Co.

BBB+IStabIe/A‘2 Shlpman

See LG&E Energy Corp. h

LG&E Capital Corp.

JRRVER IO NN

BBB+/StablelA 2 ! Shlpman

: See LG&E Energy Corp.

! Louisville Gas & Electric Co.

| BBB+/Stable/A-2

r

|

Madison Gas & Electric Co.

i Shipman—

.5 See LG&E Energy Corp.

|
| ;
‘ |

{ AA/Negative/A-1+ { Jepsen

i

i
I
i
i

" Although Madison Gas & Electric is strong and

: conservatively managed with supportive state regulation,

:these strengths are moderated by the higher business risk

‘from its unrated holding company, MGE Energy, which may

: own and finance all the utility’s future generation facilities {

. and lease the capacity to the utility. MGE Energy's capital

' spending through 2011 includes a 150 MW cogeneration
“facility and perhaps an 8% ownership interest in two coal 1
umts to bullt in Wlsconsm Because MGE Energy wm partly
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i negative discretionary cash flow after dividends and require
! incremental borrowings. Financing must be prudent to
| maintain

i
!
H
i
l

f
|

! Near-term earnings are expected to be helped by the )
! ; , continued strong natural gas and crude oil prices received ¢
: ! i by MDU's exploration and production subsidiary, although

i , somewhat offset by the June ruling limiting Fidelity
; i : : Exploration's ability to drill for coal bed methane gas in i
{ ) Montana. The reduction in drilling activity is expected to limit *
i g : 2005 production to only around 2004 levels. MDU is
; : . ! . expected to continue to make opportunistic acquisitions in
| MDU Resources Group Inc. iA—INegatlve/ A2 i Harvey . its nonregulated businesses, such as the April $145 million

+
. | and the acquisition of several small construction materials
l : ‘ companies in June, that were funded in a manner that does
! ! ‘ "not deteriorate its balance sheet strength. However, a
- growing dependence on acquisitions for growth, particularly
i ; in its exploration and production division, would be viewed |
{ i ! - negatively.

| : acquisition of oil and natural gas properties in South Texas,

b T - [ :
 Montana-Dakota Ultilities Co. A-/Negative/— " Harvey - See MDU Resources Inc.

[EUR S |

; from MidAmerican. The company continues construction of

:
i * Standard & Poor’s expects continued stable performance
i : two projects: a coal-fired plant expected to be completed in

| : ] , 2007 and up to 360 MW of wind generation expected to be
: MidAmerican Energy Co. : A-/Stable/A-1 ! Taylor “completed this year. The company's rate settiement

! ‘ ' - agreement extends through Dec. 31, 2011. Standard &

. Poor’s expects additional debt issuance and reduced

: dividends to MidAmerican Energy Holdings to finance

. capital spending, which has been incorporated in the rating.

: 5 Standard & Poor's expects that the proposed acquisition of
i : ; PacifiCorp will be financed in a credit accretive marina for !
[ ‘ parentdevel bondholders, as has been the company's

i : "history. Cash flow has improved as the effects of the two ;
- . ) ! i : major pipeline acquisitions and the CE Casecnan seitiement ;
i MidAmerican Energy Holdings Co. ! BBB-Waich Pos/- ! Taylor ; have taken hold. A rate case resolution and long-term

| . - contract extensions at Northern Natural Gas add to
|

|

)

: predictability. The company continues to look for investment
i : : opportunities, which would likely be funded in large part by
| _preferred trusts from Berkshire Hathaway.

The June 2005 downgrade of the company reflected
. continued heavy capital spending needs at Tidewater
{ - Utilities Inc., the regulatory uncertainty surrounding new
i wastewater operations at Tidewater Environmental Services
; ‘Inc. (TES!), a historicatly high dividend payout, and a i
i! moderate financial profile. Tidewater's capital expenditure
‘ ) needs are high and expected to increase going forward,
: Middlesex Water Co.  A-/Stable/-- Lee : although its regulatory environment appears to have
: . stabilized. Regulatory treatment for TES!, which is also
' expected to be capital intensive, remains uncertain given
: recently passed legisiation in Delaware regarding newly i
i | ‘ regulating wastewater facilities. Middlesex's moderate :
! +financial profile, including a high dividend payout and weak
funds from operations to total debt measures, is more H
commensurate with the 'A- rating category. !

i i
i !

i , . MISO began its energy and congestion revenue rights
: : : markets on April 1, 2005, and has not reported any material !
: issues that would affect credit. Successful operation of the !
) markets couid reduce the potential for member migrationto
: other regi:‘nal reigiorgal transmissg%n organizations. i
. : i - Unfavorably, in late December 2004, Louisville Gas &
Midwest Independent System Operator (MISO) iA-/Stable/—- l Pratt Electric Co. and Kentucky Utiities Co., which provide about
6% of Schedule 10 load, said that they will withdraw from
i : MISO by year-end 2005 if the FERC and the Kentucky
: Public Service Commission allow it. However, the financial
. risk to MISO would be mitigated by the utilities’ estimated
i : ' $40 million total exit fee.

{
H
i

National Fuel Gas Co. ‘ BBB+/Stable/A-2 : Kennedy i Nationél Fuel Gas Co. has reaé:hed a settlement agreement
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i

‘on lts recently filed rate case and is now awaltmg approval
; if approved, the rate increase of $21 million would be the
+ first since 1998. This follows a $12 million rate settliement !
 for its Pennsylvania distribution business, which was
! approved in March. National Fuel Gas will be expanding its
Empire State Pipeline, which should bolster the company's

i business proﬁle given its strategic location in a capacity-

" constrained region. Furthermore, Standard & Poor's expects [
the company’s refocused exploration and production §
; strategy to strengthen the financial profile.

;
 Massachusetts Electric Co.

A/Stable/A-1

% Jepsen

[: Narragansett Electric Co.

| A/Stable/A-1

i Jepsen

: See National Grid USA.
See National Grid USA.

!
|

t
| i National Grid USA
!
i

; A/Stable/A-1

, Jepsen

New England Power Co.

| A/Stable/A-1

i Jepsen

. The company is one of the largest electric transmission and |
- distribution operators in the New England area '
(Massachusetts Rhode Istand, and New York), and is i
" owned by U.K.-based National Grid Transco PLC. Credit i

. quality is bolstered by supportive regulation, stable :
electricity and gas transmission and distribution operations,

a strong financial profile, and the relationship with National |
. Grid. The U.S. operations provide material stability to cash
‘flows and some growth opportunmes to the UK. parent. Any !

: potential expansion in the U.S. is expected to be financed

: conservatively and in a manner consistent with the current

‘ rating, presenting no material adverse impact on National

. Grid's credit profile. Given the generally lengthy regulatory

" approval process in the U.S., National Grid is expected to

+ further reduce debt before a purchase is completed.

See Natronal Grid USA.

Niagara Mohawk Power Corp.

AJ/Stable/--

: See National Grid USA. . '

: New Jersey Natural Gas Co.

A+/Stable/A-1

i
|
i
i
|

j
i
!
|
i

" Jepsen

‘Lee

- New Jersey Natural Gas continues to benefit from an
attractive service area (enhanced by the recent housing
- boom in Ocean County, N.J.), above-average customer
growth, and favorable regulation by the New Jersey Board |
‘ of Public Utilities. These strengths are slightly moderated by °
. the high cost of interstate pipeline Texas Eastern Pipeline
and the greater risk of nonregulated activities at parent New ;
: Jersey Resources, with NJR Energy Services expectedto ¢
; constitute 15% to 20% of consolidated eamings in 2005. i
The stable outlook reflects the expectation that New Jersey '
: Resources will focus primarily on regulated investments,
maintain strong credit metrics, and refrain from an !
excessive use of debt to finance growth projects or non-
regulated pursuits. 1

'New York Water Service Corp.

BB/Stable/--

| Beicke

The ratings reflect the aggressive financial profile and weak

: business profile of New York Water's unrated parent

' company, Utilities & Industries Management Corp. The

. parent’s nonregulated operations inciude an industriai
spring manufacturing business, a newspaper business, and
_an interest in a real estate development. The utility filed a
 rate case in 2004 and received a 3.19% rate increase that ;
: went into effect May 1, 2005, which should improve financial |
metrics at the utility. Consolidated financial perfomance
improved significantly last year, following three years of

- lackluster credit measures that were caused by the weak
economy's effect on the company's spring manufacturing
business and losses at the newspaper business. On a
consolidated basis for fiscal 2004, adjusted funds from
operations to average total debt was 31% and adjusted

: EBIT interest coverage was 1 3x

- Nicor Inc.

| AA/Negative/A-1+

, Eiseman

Notwithstanding recent erosion in Nrcors ﬁnancnal profile,
key metrics still remain suitable for current ratings.

‘ However, the company faces investigations into alleged
“abuses of Nicor's main subsidiary Nicor Gas’ performance-
based rate program and a possible civil injunctive action.
Nicor Gas is awaiting a decision on a $77 million rate
‘ request related to recovery of capital investments made
_since 1996, as well as higher operating costs. Absent a
supportxva rate order and/or a harsh ﬁnancxal penalty
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. i ‘ i related fo outstandlng regulatory and Iegal issues, Nicor's
; . financial profile may no longer support mid ‘AA’ ratings. ;

! : : ; Responsive rate treatment should lead to ratings stability. In :

i Standard & Poor's view, Nicor's financial profile coutd

i withstand a one-time financial penalty related to the

i performance-based rate program absent a surprisingly

| severe ruling.

Nicor Gas Co. AA/Negative/A-1+ ] Eiseman ‘ : See Nicor Inc.

T e e

NlSource has taken meaningful actions to strengthen its

: aggressrvely leveraged balance sheet and improve its

: ’ ' : overall financial profile. Virtually all of NiSource's operating

: ; income and cash flow is now derived from regulated

. activities. NiSource’s bondholder protection parameters are

| : still somewhat weak for current ratings and may slip slighly
’ -in 2005 given the impact of recent pipeline recontracting at

BBB/Stable/-- | Eiseman : somewhat lower rates as well as the requirement to {

" increase sharing of off-system sales and capacity release

' proceeds in Ohio. However, effective cost containment, i

: “including the outsourcing of certain business functions, :

; lower interest expense, and favorable ratemaking .

: mechanisms, should help bring the company's financial ;

! measures up to more appropriate levels in 2006. :

Bay State Gas Co. BBB/Stable/—- : Eiseman See NiSource Inc. !

‘
i v
| , ;
| :
‘

NiSource Inc.

Columbia Energy Group BBB/Stable/— | Eiseman - See NiSource Inc.

Northern Indiana Public Service Co. | BBB/Stable/-- 1 Eiseman See NiSource Inc.

: : “The May 2005 downgrade of NU reflected Standard &
H i . Poor's view that the company’s credit protection measures
i are weak and will continue to deteriorate untit the costs ofa !
i . . major construction program are recovered in rates. :
i ' . Connecticut Light & Power Co. (CL&P) is engaged in a i
| major construction plan to expand and upgrade its
) transmission and distribution network in Connecticut. This ¢
will require the subsidiary to issue about $200 million i
I annually from 2005 to 2009. However, CL&P will not begin
; | :to recover the costs related to this program until sometime
Northeast Utilities (NU) ; BBB/Stable/-- Spangler in 2007 to 2008 when the transmission investments are
: ‘ expected to begin to enter service. The result will be a
weakened financial profile for many years. Furthermore,
- although NU has announced its intention to sell certain of its
. unregulated operations, it is still subject to execution risk
.regarding the sale and remains exposed to the generation
i and retail supply businesses, which both represent high
' business risk. The stable outlook on NU and its subsidiaries
. reflects Standard & Poor's expectation that over time, the
regulated businesses of NU will dominate the business

i
i
'

prof ile.
frConnecticut Light & Power Co. ) BBB/Stable/-- ) Spangler - 1 See Northeast [Jnlmes ' I B
'rNorlheast Generation Co. BB+/Negative/— Spangler See Northeast Utllmes ‘ ' B
Public Service Co. of New Hampshire BBB/Stable/-- Spangler See Northeast Ummes
' Western Massachusetts Eiectric Co. 5 BBB/Stable/- Spangler ; See Northeast Utilties. o '
:Yankee Gas Services Co. ; BBBIStable/-- Spangler See Northeast Utllmes
‘; - e e m e e [ —nm _— P
} ! i The company is expected to contlnue to generate very
3 ! :  stable earnings and cash flow performance due to its !
i : . favorable market position, low cost structure, access to i
; ! ! - ample supply of natural gas, and the highly regulated nature ;
! : ) of its business. Although the pipeline has a record of i
‘ : ! " operating the system at full capacity under contracts with !
Northern Border Pipeline Co. . BBB+/Stable/~ ' Shipman -creditworthy parties, direct exposure to the highly i

competitive Chicago market and other market dynamics in
the service area challenge the company to manage its d
. portfolio of capacity contracts as they expire. Almost all of
the capacity that expired in 2004 has been recontracted, but

‘ ) the company has recently encountered a drop off in demand '

1 ! for capacity during certain times of the year. A prompt

‘ : ! response by management to the seasonal ﬂuctuatlons that
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| Northern Natural Gas Co.

' A-Watch Pos/—

_Northwest Natural Gas Co.

i

! A+/Stable/A-1

4

i
| Northwestern Corp.

BB-/Positive/~

NRG Energy Inc.

NSTAR

i
!
i
|
i

' B+/Stable/--

‘ AfPositive/A-1

- restores the plpelme s cash ﬂow pattems is expecled

Northern Natural Gas conhnues to focus on operatlons and
increasing efficiency. Standard & Poor’s expects continued
solid stand-alone credit metrics. The overhang of a pending
rate case has been removed as a settliement was reached, -
and substantial recontract risk has been removed with long-
‘term extensions with Minnesota Gas and Northern States
Power — Minnesota. Standard & Poor's expects to raise the
rating to ‘A’ if parent company MidAmerican Energy
Holdings is raised to ‘BBB'

Suppomve regulation in Oregon a hlgh-growlh service
area, a favorable competitive position, and a growing
FERC-regulated interstate storage business contribute to a
strong business profile. There are no significant near-term
debt maturities, with $15 million in 2005 and $8 million in i
Venkataraman . 2006. However, capital expenditures are estimated fo total
i ‘ between $500 million and $600 million over the next five
:years, and significant external funding will be required. Still, |
the company is expected to maintain an equity layer close
to 50% and continue its strong ﬁnancnal performance

Taylor

" The mosz low-risk electric and gas business of '
NorthWestern is partly offset by a weak but improving !
. financial profile, low-growth service territories, and
, historically unsupportive regutation in Montana. Because a
. large majority of NorthWestern's operating income and cash *
flow is from the Montana operations, an unfavorable
Montana commission ruling, such as a rate reduction or ;
; disaflowance of purchased power costs, could restrict cash |
_flow. Projected profitability and cash flow protection :
-measures, along with other financial metrics, are expected
‘ to be in line with the rating. In the near term, funds from
operaﬂons is forecast to be sufficient for projected capital 3’
spendmg and dividends of roughly $30 million. Further debt |
 reduction and incremental capital spending is expectedto
be funded with discretionary cash flow and proceeds from |
any remalnmg asset sales. i

; Jepsen

For the first quarter of 2005 results were sllghtly lower than '
-the first quarter 2004, but NRG stilt posted robust gross
margins. In the fourth quarter of 2004, NRG successfully

: refinanced it $950 million in bank facilities, issued $420MM
- convertible preferred and used proceeds to redeem $375

! “milfion of 2nd priority notes, and sold various assets for

! Spangler { proceeds of $314 million and reduction of debt by $989

i . million. NRG continues to hold certain assets for sale i
{including James River and Itiquira. The company’s cash
 flow continues to be exposed to the U.S. merchant power
; market and regulatory and political uncertainty. Relatively
i low debt-service coverage ratios under stress scenarios will
i contlnue :

The company‘s credlt quality beneﬁts from a suppomve

: regulatory environment and low operating risk transmission
] ‘ and distribution operations. The standard offer provision |
' Nikas terminated in March 2005, bringing all customers under the

basic service arrangement and materially reducing the

- potential for power cost deferrals. In addition, the recent

- securitization of $675 million of contract termination costs

' and power cost deferrals provides support to credit quality.

?Boston Edison Co.

! A/Positive/A-1

Nikas h See NSTAR.

{ Cambridge Electric Light Co.

A/Positive/--

. leas See NSTAR.

Commonwealth Electric Co.

A/Positive/--

. Nikas - See NSTAR.

NSTAR Gas Co.

OGE Energy Corp.

{ AP ositive/—

i
I

| BBB+/Stable/A-2

Nikas {See NSTAR.

: Cash flow metrics should improve, at least over the short

. term, as high commodity prices result in additional gathered

- Silva . volumes and higher processing margins at unregulated

i subsidiary, Enogex. Oklahoma Gas & Electric (OG&E), the
company s regulated subsnd:ary, filed for an $89 mllhon rate f
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Enogex Inc.

| BBB+/Stable/~

'Siva

!increase in May 2005. The company has been operating

| under a 2002 rate settiement that reduced rates by $25

{ million and ordered the company to acquire 400 MW in

: additional generating assets. In summer 2004, OG&E

" completed its acquisition of a 77% interest in the McClain

i facility for $160 million. The current ratings assume thatthe
{ pending rate case will result in the fair recovery of the .
‘ McClain plant and other reliability investments. '

- E‘See OGE Energy Corp.

Oklahoma Gas & Electric Co.

BBB+/Stable/A-2 “Silva

| ONEOK Inc.

! BBB+/Watch Neg/A-2 ' Hsieh
‘ !

Otter Tail Corp.

BBB+/Negative/-- Jepsen

. ! See OGE Energy Corp.

: Oneok's ratings are on CreditWatch negative foliowing the |
: company's May 10, 2005 announcement that it will acquire :
. a natural gas liquids business from Koch Industries for :
" about $1.35 billion. Although the type of asset being i
- acquired appears to be consistent with ONEOK'S business .
“model and strategy, the rating couid be pressured because
; the acquisition will be financed with 100% debt initially.
" Standard & Poor's will resolve the CreditWatch in the

coming weeks as it obtain more details on the acquired
. assets and the company's financing strategy.

, Otter Tail's business profile reflects the combination of a

. stable integrated electric utility division with the higher
business risk strategy of owning a very diverse portfolio of

; competitive businesses that are smaller than their

‘ competitors and are managed in a decentralized manner.

i Ofter Tail's investments in the manufacturing, heailth care,
construction, trucking, and food-processing industries !

: comprise roughly 40% of total assets, but contributed only -

{ 25% of consolidated operating income. Although the ;

, company expects the operating income contribution by the

- competitive businesses to increase over 50% by 2006,

i given the uneven performance of the various businesses !

- over the last several years, this level may not be sustainable

; if reached. Financial measures are currently in line with the

‘ rating, and, after dividends and capital spending, the

: company has historicaily been cash flow positive, but not

- over the last several years. Given the relatively high

_dividend payout and increasing capital spending by the

; competitive businesses, liquidity will likely continue to be i

. constrained as Otter Tail considers building a second coal

: unit at the Big Stone facility.

!

| Pacific Gas & Electric Co.

i
I

BBB/Stable/-- Bodek

Long-term electricity and fuel procurement activities are

“ongoing and will define the utility’s operational and financial -
profile. Financial performance remains exposed to volatile

*fuel and power procurement costs and the California Public

i Utilities Commission’s response to material changes in utility
costs. Also, expiration of California Department of Water
Resources and qualifying facility contracts in coming years
will heighten financial exposure related to power ;
procurement. Therefore, further rating actions beyond the |

. rating upgrade are not anticipated. The upgrade reflected

.the interplay between sound financial performance and

- actions by the regutator that are protective of bondholder
interests.

1

r PacifiCorp
!

. A-Watch Neg/A-2  Selting

1
t
1
1
i

The rating on PacifiCorp is on CreditWatch with negative
implications following the May 2005 announcement that its
parent, ScottishPower PLC, will sell the utility to
~MidAmerican Holdings Co. for $9.4, billion, including $5.1
billion in cash, and the assumption of $4.3 billion in net debt |
and preferred stock. PacifiCorp’s financial performance has
- been sagging, and the otherwise healthy financial i
performance of ScottishPower has compensated for the |
utility’s otherwise weak financial metrics. The transactionis
subject to regulatory review. Depending on how the 1
. transaction is structured, PacifiCorp’s stand-alone credit ;
' quality may not be on par with its current ratings under
ScottishPower. The utility faces sizable capital
expenditures, with fiscal 2006 estimates at $1 billion.
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' Peoples Energy Corp.

i

The omlook is stable based on financial performance and
| projections provided by the company. Upside credit
| potential depends on the company’s managing risk at the
i nonregulated businesses and sustaining its financial
: : strength. The lawsuits filed separately by the Attorney ;
i i : General and City of Chicago in the first quarter of 2005 !
: : { alieging that the company and its subsidiaries engaged in
| A-/Stable/A-2 Acar “transactions for gas purchases that are in violation of certain
) consumer protection provisions do not currentty affect the
ratings. However, depending on the outcome of the i
!lawsuits, as well as the outcome of the hearings regarding
; : the prudence of gas purchases during the winter of 2000-
12001, which have caused the lllinois Commerce
Commission to raise similar issues, the ratings may be
under pressure

i

‘A /éfebielA-Z i Acar See Peopies Energy Corp

North Shore Gas Co
1 Peoples Gas Light & Coke Co. (The)

T

3
'
i
i

A lStabIe/A—Z Acar See Peoples Energy Corp.

f

PEPCO Holdings Inc.

i ln May and June 2005, Pepco Holdings was active in the
capltal markets and successfully refinanced $175 million

: . . senior secured notes at Potomac Electric Power Co. and

i - $100 million senior secured notes at Delmarva Power &
Light Co. Furthermore, Pepco Hoidings issued $250 million
in unsecured notes to refinance a portion of a $300 million

debt maturity at Conectiv. Standard & Poor's has since

; ! withdrawn its credit ratings on Conectiv due to the full

i . repayment of the subsidiary's public debt and Pepco

Holdings' intention to no longer issue debt securities at this

' entity i

BBB+/Negative/A-2 *Messer

|
|

i

: Atlantic City Electric Co.

BBB+/Negative/A-2 . Messer i See PEPCO Holdings Inc. i

Delmarva Power & Light Co.

: BBB+/Negative/A-2 gMesser“ See PEPCO Hoidlngs lnc

Potomac Capital investment Corp.

§ BBB/Negative/- Messer See PEPCO Holdlngs lnc

Potomac Electric Power Co.

IBBB+/Negative/A2 | Messer ' See PEPCO Holdings Inc.

| Piedmont Natural Gas Co. Inc.

{ The ratmgs and stable outlook on Piedmont reflect the

- successful compietion of the integration of its North Carolina

“Natural Gas acquisition in 2004, continued healthy

; economic growth in the company's service areas, and

- responsive regulation in its jusisdictions. importantly,

. Piedmont's attentiveness to credit quality supported by

. prudent management of its growth while maintaining sound :
credit protection measures, moderate use of debt leverage,

. and effective liability and liquidity management promote

, rating stability at the current level. i

{ A/Stable/— : Janiak

Pinnacle West Capital Corp. (PWCC)

The primary driver of PWCC's credit quality is Arizona
Public Service (APS), the company’s regulated electric utifity '
that generates the bulk of consolidated net income. The
. negative outlook reflects a financial profile that is expected
‘o be strained in the near term as a result of the modest
retail rate increase that APS has negotiated as part of a
settlement agreement that increases APS’ rates by 4.21%.
. : The expectation for a weaker financial profile is somewhat
! . : compensated by improvements in the consolidated
BBB/Stable/A-2 Setting i busizess profile, which principally refiect Pinnacie West
! Energy Corp.'s exit of the merchant generation business
. i ‘ through the sale of Silverhawk and the rate basing of its
Arizona fleet as pan of the APS settiement. The meager
" size of APS’ rate increase and the fact that its power supp!y
_adjuster has tight limitations on annual upward rate
i . "adjustments imply that the utility will soon be faced with the
i : . need to file another rate case, particularly given the utility's |
; ! . grow:ng rehance on natural gas generatlon :

| Arizona Public Service Co.

BBB/Stable/A-2 “Selting - See Plnnacle West Capltal Corp -----

%PNM Resources Inc.

PNM Resources ﬁnanaal proﬁle will contmue to depend on
- management’s ability to lower operating costs to offset the
rate reduction that is part of the five-year rate settlement.
- Standard & Poor's affirmation of its rating on PNM
Resources after the company‘s announced $1.024 billion

| BBB/Stable/A-2 | Waite

|
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3 . ; ! acqwsrﬂon of TNP Enterpnses Inc. refiected both the
: ; anticipated credit profile of the new consolidated company
; i ; as well as the company's settiement with New Mexico
: regulators. Under the terms of this settlement, PNM :
; . Resources cannot allow its credit ratings to fall below ;
! _investment grade without losing the ability to pursue its
| strategy of wholesale energy expansion. To avoid this, the
! . company committed either to sell sufficient equity or
; terminate the acquisition if necessary to keep its .
mvestment—grade ratings. The acquisition is now completed, .
the TNP Enterprises holding company debt has been
: : ! ‘repaid, and the credit quality of the consolidated company
: !  will now depend on the ability of PNM Resourses to manage :
i : : the retail business in New Mexico, the comeptitive retail i
' H : business in Texas, and the wholesale business in the
! o i Westem electric market. !

See PNM Resources Inc.

See PNM Resources Inc

' The developmg outlook reflects the uncertamty over PGE‘ :
) : future ownership, the possibility that ratings could be raised, |
; i ! owered, or affimed, depending on the ultimate disposition |
: | of the utility. Ownership by Enron’s creditors and a listing on
: : a stock exchange will likely resutt in a stable outlook at the
; : * current rating level. The City of Portland has expressed its

Portiand General Electric Co. (PGE) i BBB+/Developing/A-2 ‘Venkataraman : interest in creating a public utility. However, it is far from

: . i certain that Portland can come up with an offer that is :
§ . acceptable to Enron or its creditors. Oregon Mutual Utility !
: ' Development Inc. has proposed a debt-financed purchase

Public Service Co. of New Mexico BBB/Stable/—~

Texas-New Mexico Power Co. BBB/Stable/--

| : *of PGE and transformation of the utility into a consumer-
i . owned utility patterned after mutual banks or mutual :
E : insurance companies ;

i ) PPL‘s credlt profile has beneﬁted from higher energy pnces
* . i and congestion revenues, despite the existence of some
i ' ! ; new all-requirements contracts that may expose PPL to
l i .’ 'load-shaping risks. While higher coal prices could affect i
. i i margins, the company has hedged its coal supplies for 2005 |
: PPL Cormp. : BBB/Stable/- : Nrkas and benefits from a significant escalator in its generation i
: i i rate cap in 2006, which shouid mitigate the impact of higher | !
: fuel costs. Liquidity remains adequate, with about $950 i
l

i

i “million of the $1.3 billion credit lines available. PPL’s debt
| _leverage remains high at about 58%, while funds from
: : operations interest coverage has improved to about 5x.

"PPL Energy Supply LLC |BBB/Stable/ {Nikas  See PPL Corp.

! *The higher credit rating for PPL Electric Utilities reflects its
insulation from its weaker parent, PPL Corp., and its

- improving financial profile. The recent rate order allowing a 1

i

i :

i I A- K i

| PPL Electric Utities Corp.  A-/StablelA-2 Nikas rate increase of $194 miliion, infcuding the ability to recover |
i ! all transmission costs, should benefit PPL Electric Utilities' *
i ! ; credit proﬁle '

Fmanmal performanoe for the tralllng 12 months is
; comparable to the previous year, which is below rating
i i expectations. The resolution of storm costs recovery
. : provides clarity with minimal disallowances but does not
| Progress Energy Inc. | BBB/Negative/A-3 ; Hecht support a change in the outiook. The short-term focus
: ! ! remains on the pending actions by the Florida Public
Service Commission regarding Progress Energy Florida's
rate stipulation, which expires at Dec. 31, 2005, and }
execution of the debt reduchon plan

i

i i
H H

Carolina Power & Light Co. | BBB/Negative/A-3 . Hecn{— See Progress Energy Inc.
Fiorida Power Corp. : BBB/Negative/A-3 : Hecht See Progress Energy Inc. ;
Florida Progress Corp. BBB/Negative/A-3 ' Hechl See Progress Energy lnc !

j . The rating reﬂec,'(s the companys stand alone

! i ; " creditworthiness and does not reflect any benefits of

| PSEG Energy Holdings LLC : BB-/Negative/— Bodek affiliation with financially a stronger corporate entity. It is

i : : Standard & Poor’s view that Public Service Enterprise |
. Group lnc erI not deploy cash generated at Pubhc Servnce
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! | Electric & Gas Co. and PSEG Power LLC to infuse capita!
‘into PSEG Energy Holdings, which has experienced several
i failed investments. Preservation of credit quality hinges on

: , several factors, including Exelon’s future plans for this

; ‘ company, the extent to which proceeds of asset dispositions :

: are applied to reduce debt, the aggregate guality of assets

| . remaining in the portfolio following asset dispositions, and

‘ : the outcome of an IRS investigation into tax deductions i

: “related to the company's lease portfolio. Tax deductions

i - flowing from |easing transactions are an important

: component of the company's cash flow.

N

PSEG Power LLC

j
i

i
1

PSEG Power's nuclear units are expected to continue to i
: . exhibit diminished capacity factors in 2005 and it is :
expected that cash flows will suffer as the company pursues
: : vessel head replacements and faces added operating and |
: maintenance expenses related to other remedial actions.
BBEMatch Devi--  Bodek “ The Exelon merger has the potential to rehabilitate PSEG's |
' nuclear units and introduce cost savings. If the merger does .
: ‘ not come to pass within a reasonable time frame or if there
is meaningful degradation of operating and financial results
pending the merger, the ratings will be lowered, !

Public Service Electric & Gas Co.

|
|

This regulated utility continues to benefit from pass-through |
: mechanisms that insulate it from commodity price and :
: ‘demand volatility. Yet, by virtue of its affiliation with Public  ;
. Service Enterprise Group's unregulated businesses, the
BBBMatch Dev/-- : Bodek ! utility’s credit quality is exposed to several significant
{ - uncertainties, including the performance of PSEG Power’s
i nuclear units and its ability to discharge PSEG Power's
' contractual provider-of-last-resort obligations. i

Public Service Enterprise Group Inc.

|
|

i e e NI i

Public Service Enterprise Group (Enterprise), a holding
;. company, is exposed to volatile energy markets and :
. operational issues that include sustained erratic
performance at nuclear facilities and transmission i
. constraints that frustrate economic operation of PSEG
. Power's assets. The CreditWatch listing with developing i
i implications reflects the divergent credit paths facing the X
' Enterprise companies. If the announced merger with Exelon |
is consummated as anticipated in early 2006, the credit :
quality of Enterprise and its subsidiaries should benefit from !
: predicted synergies and from the company's integration into
i a larger entity with a stronger credit profile. However, if the
- merger does not come to pass or is perceived to be failing
. or there is further degradation in the performance at PSEG
1 Power's nuclear assets pending closing, the ratings on the
i : Enterprise companies are likely to be lowered. The potential
d . for lower ratings is tied to the impairment of the company's
_financial performance by its diminished nuclear performance !
and transmission constraints, which hampered the !
.company's ability to efficiently respond to nuclear outages
i “and contributed to the erosion of financial margins. Exelon,
! as the operator of the largest nuclear fleet in the U.S., is
: viewed as having the ability to rehabilitate the reliability of
PSEG’s nuclear program.

BBB/Watch Dev/-- . Bodek

i

! In May 2005, Standard & Poor's revised the outlook on
Puget Energy to stable from positive to refiect the
. expectation of only moderate rate relief by the Washington
- Utilities and Transportation Commission. Puget Energy had !
. met expectations regarding the monetization of Infrastrux
: and the achievement of strong cash flow coverage in 2004.
BBB-/Stable/— . Carrillo i However, going forward, Puget will require equity infusions
; - and will depend on timely rate relief to support its heavy
: capital requirements and plans to reduce debt leverage. )
Puget Sound Energy commenced contruction on a 150 MW .
:wind project for which it filed in June 2005 for cost recovery |
and has signed an agreement to start construction on a !
i -second 220 MW wind project later in the year. ;

Puget Sound Energy Inc.

f
(

BBB-/Stable/A-3 ' Carrillo

- See Puget Eﬁérgy inc.

Questar Corp.

: Affiliation with Questar Gas and Questar Pipeline continues

—I-A2 Sitva “to add stability to Questar Corp.’s consolidated cash flows
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. | i | despite some moderate regulatory challenges. The

‘ j company’s short-term credit profile benefits from currently |
; strong cash flow generation at Questar Market Resources. |
i As expected, peak cycle oil and gas prices contributed to !

: : higher earnings and funds from operations in first quarter

; : 2005 as compared with first quarter 2004 despite lower-

i than-anticipated production at Questar Market Resources.

i : The intracompany relationships among the Questar family !
. ' of companies are characterized by a general free flow of

i funds and services. While affiliation with Questar Market !

. : - Resources serves the comapny well in the current market,

| Questar Gas Co. { A-/Stable/~ Silva “with oil and gas prices at a cyclical high, Standard & Poor's |

: ‘recognizes that over the jong term, this affiliation exposes !

: . : the company to elevated levels of business risk due to the

i : riskier industry characteristics of the oil and gas sector.

; : Growing gas production, higher realized oil and gas prices,
: : and higher gas processing margins have contributed to ;
i ! " strong financial performance at Questar Market Resources
; { over the last two years. However, production volumes for !
; the first quarter 2005 were below expectations due to :
) ’ : weather and rig-related driliing delays. Aggressive drilling of |

; Questar Market Resources Inc. : BBB+/Stable/-- Silva . Pinedale reserves shouid enable the company to meet its
! original full-year production targets (112-114 billion cubic

|
|
, i : . feet equivalent). Over the short term, Questar Market is '
i . - expected to generate strong cash flows. Use of debt to fund :
! ; : nonregulated oil and gas exploration and production,
! : gathering, and processing activities could negatively affect
i : ratings.
While affiliation with Questar Corp. and Questar Market
. serves Questar Pipeline well in the current commodity price
. environment, Standard & Poor’s recognizes that over the
long-term, Questar Market's nonregulated activities expose
| - Questar Pipeline to elevated levels of business risk due to
Questar Pipeline Co. j A-/Stabie/-- ; Silva : the cyclical and competitive pressures of the oil and gas
; i , secfor. Also, continued delays in contracting the westemn
; - segment of the Southern Trails pipeline add to business
: . ! risk, delaying recovery of the company's $51 million
i H ) investment. Moreover, ongoing maintenance and marketing
: . Costs of the western segment continue to pressure margins. -

' Reliant still faces the challenges of operating in the ;
wholesale and retail power market and high leverage. For
the first quarter of 2005 Reliant posted fair results, in line

i with expectations. This year will be a difficult year for !

: - Reliant, as CenterPoint will complete its stranded cost !

i ; : . tfransactions. At that time, Reliant will be subject to an ’

| adjustment in the price to beat. In November 2004, ;

¢ : . Standard & Poor’s raised the corporate credit rating to 'B+'. |

; : . During 2004, Reliant completed a $4.25 billion refinancing, -

' Reliant Energy Inc. : B+/Stable/- Spangler - which evened out the maturity schedule, alleviated the cash

; ,traps at Orion and decreased interest expense marginally

; : i i ($55 million in 2004), realized $270 million of annual cost

i ; i ‘ savings, and sold Orion New York upstate assets for $900

| : ’ miltion, the proceeds of which were used to pay down Orion

i debt. Uncertain cash flows from the wholesale asset base

! . are partially offset by the Texas retail business, which

; contributes about one-half of Reliant’s cash flow. Reliant is

! still exposed to California legal and regulatory risk as it has
not yet settled many pending cases in California.

Mid-Atlantic Power Holdings LLC f{B+/Stable/— . Spangler See Reliant Energy Inc.

Orion Power Holdings B+/Stable/-- Spangler  See Reliant Energy inc.

i : South Carolina Electric & Gas, SCANA's largest subsidiary, |
generates most of the consolidated company's net income
; and cash flow (90% and 80%, respectively). Stable cash !
; . . flow from regulated electric and gas businesses, :
; SCANA Corp. A-lStable/-- Janiak constructive regulatory environments, and competitive

; : i . business positions support credit quality. Management's
; ; commitment to credit quality and its ability to further reduce
. ; : ! debt through the use of expected free cash flow in 2005,
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; ! cash proceeds from the sale of |ts remammg interest in 1
i ‘ telecom assets, and favorable rate relief for its significant |
; : capital expenditure projects should allow the company to :
i further strengthen its financial profile in the near term.

i Failure to do so would ltikely result in a revision of the

H

i ! 3 "outlook andfor ratings.
IrPubhc Service Co. of North Carolina Inc. | A-/Stable/A-2 ! i Janiak "See SCANA Corp. *g
'South Carolina Electric & Gas Co. [AfStablelA2 Janiak ' See SCANA Carp. -
{ i : Recent refinancings are expected to help reduce the i
: : . company's interest expense and should improve some ;
{i SEMCO Energy Inc. BB-/Stable/—  Kennedy - coverage metrics. However, the company will remain i
i i

i challenged in its ability to reduce its high level of debt. The
| | . . company's storng storage position relieved pressure on its
! ! ; hqu:dlty needs during this heating season.

The ratings reflect the consolidated profile of Sempra !
Energy. Regulation in California, which, among other things,
.mandates that the utilities maintain a 48% equity layer,
‘ provides sufficient insulation to separate the corporate credit
; ratings on the utilities from those of the parent and
‘ nonregulated subsidiaries.

'The exceptlonally strong performanoe by the tradlng

| ' . business in 2004 is likely not sustainable, and Standard &

' ' Poor's zeroes out forecasts of frading revenues. The stable

i ! ’ : outlook reflects expectations for consistent and predictable

.financial performance at the utilities and Sempra :

| | . . Generation. Significant capital expenditures for the utilities, |
: ; -liquefied natural gas projects, and perhaps additional j

- nonregulated generation assets will limit the amount of debt °

E repayment. Sempra's cash coverage of interest and debt

" are expected to average about 4.5x and 28%, respectively. |

‘ Debt to capitalization is expected to decline to under 50%. A

negative development in the antitrust lawsuit is the most i

.important near-term risk to the outiook and perhaps the

| rating, outside of direct business-related risks such as a

: large loss at Semipra Commodities. Upside potential is

- limited over the short to medium temm, although successful

) . execution of all projects, along with long-term contracted .

i - cash flows, could significantly strengthen Sempra's financial

j profile, moderate business risk, and provide upside i

potentlal

i
l
| San Diego Gas & Electric Co. AJ/Stable/A-1 “Venkataraman

j

Sempra Energy , BBB+/Stable/A-2 ;Venkataraman

|

i

Southern Califomia Gas Co. A/Stable/A-1 Venkataraman See Sempra Energy Inc.

‘ The outlook could be revised to stable as the consolidated
“financial profile improves to levels consistent with the ‘B+’
rating and liquidity is no longer a concemn. The regulatory
. climate has improved with the approval of the integrated !
resource plan for Nevada Power, decisions in 2004 allowing
: ; 100% deferred cost recovery for both utility subsidiaries,
i ; ; and commission comments about modifying the B
! Sierra Pacific Resources (SRP) - B+/Negative/-- . Venkataraman | methodology to track gas prices more closely. Cash outflow
| . pertaining to the Enron litigation is at least two years away.
: . Liquidity has improved significantly with the utilities enjoying
. access to traditional bank revolving facilities since May :
. 2004. Still, cash flow coverage of interest is expected to i
_only remain between 2.0x and 2.5x over the next several |
: .years, mainly on account of large capital expenditures that
' : will limit paydown of debt.

rNev:«.\da Power Co. ‘ B+/Negative/— Venkataraman See Sierra Pacific Resources.

b

: Sierra Pacific Power Co. B+/Negative/-- Venkataraman ; See Sierra Pacific Resources.

{

} ; The negative outiook on South Jersey Gas refiects the
; : . greater risk associated with the increased proportion of
: i . ' nonregulated operations at parent South Jersey Industries,
! ; . i as well as an increased proportion of captial spending on

South Jersey Gas Co. , BBB+/Negative/-- iLee nonregulated pursuits. Furthermore, in the negr to ;
intermediate term, cash flow from operations are expected
; to fund only a portion of the company's capital budget and

: dwudend payout wh»ch wul necessntate addmonal extemal

ATTACHMENT DEB-5
Page 27 of 38



. 5 | borrowing. Several factors could precipitate a downward

i rating action, including excessive use of debt to finance

: capital spending, lower-than-expected cash flow from

| growth projects, an increasing proportion of nonregulated

: investments, or adverse regulatory treatment at South i

i Jersey Gas. Conversely, credit stability at the current rafing !

i level is possible through a combination of factors, including |

. ! the realization of intemally generated cash flow exceeding

i | capital expenditures and dividend payout requirements,

: : improved credit metrics including reduced debt levels, lower :

I ; , proportion of capital spending for nonregulated pursuits, and :
! | a greater portion of consolidated cash flow from the !

' regulated gas utility. T

i : : Southern continues to demonstrate good profitability, with a |
retum on capital in 2004 of about 9.3% on an adjusted

basis. Cash flow protection is also good owing to regulated

; operations and a growing customer base. Retail revenues in |

i 2004 grew more than 9% and retail sales rose more than

| . 3%. Funds from operations (FFO) interest coverage on an

| ! adjusted basis was 5.2x in 2004 and is forecast to be !

- Southern Co. | A/Stable/A-1 . Pratt around 4.3x through 2007, with trust preferreds treated fully -

! i . as debt. If trust preferreds are treated as 100% equity, the |

f : : . FFO interest coverage was 6.3x in 2004 and would average |

i . -around 5.4x through 2007. No major rate cases are planned |
i " until 2007. The FERC has not taken any formal actionon |

; ‘ Southern’ market power assessment released in August

| ' £ 2004, but will not revise terms of contracts existing prior to

: ! _the end of Febraury 2005.

. See Southem Co. In December 2004, the Georgia Public
) “Service Commission granted a 4.2% increase in base rates
i ($198 million) from Jan. 1, 2005, well below the 7% ($340
| - million) requested, but uncertainty about rates going forward ;
| is greatly reduced. The next filing is due in July 2007.

!
{
!
i
i

i
i
{
i

|

!Georgia Power Co. : AlStable/A-1 - Pratt ! Earnings will now be evaluated against a retail return on i
i : common equity range of 10.25% to 12.25%, which is i
i | ) generally consistent with previous ROEs of 12.07% in 2003 *
: ; ‘ and 12.56% in 2002 and which should help Southem meet
i : !its earnings growth targets. The retail ROE was 12.54%.
| Alabama Power Co. éAlStabIe/A-1 pratt 1 See Southem Co.
* Gulf Power Co. }AlStab|e/— Pratt " See Southemn Co.
Mississippi Power Co. ‘ AJStable/A-1 IPratt See Southern Co. .
Savannah Electric & Power Co. | A/Stable/~ . Pratt See Southem Co. v
Southemn Electric Generating Co. AJStable/A-1 Pratt , See Southemn Co. !

 Southern Power had good financial performance in 2004,

-with an funds from operations interest coverage ratio of

-3.3x, well above earlier forecasts of about 3x coverage. The

, : FERC has not completed its Section 203 investigation of

i Southern Co. and Southemn Power's perceived market

i : _power in the Southem's service territory, but the FERC will

. not revise terms of Southern Power's wholesale contracts

“existing prior to the end of February 2005. Unfavorable to

i i " credit is Southemn Power's recent purchase of the 680 MW

] : i Oleander peaking power plant near Cocoa, Fla. from

! : . Constellation Energy Group Inc. This purchase results in
peaking assets representing about 27% of total generation
assets. Oleander is fully contracted through 2007 and 75%
contracted through 2009. Favorably, Southern Power has
made gains in arranging new contracts for capacity coming

off of contract in 2010. ;

: Southern Power Co.

: The ratings are on CreditWatch with developing implications
i ; following the company’s announcement that the firm is :
i : exploring strategic alternatives, including a master limited
: : : . partnership, IPO, sale, or other unspecified aftematives for
,1S°‘“hem Star Central Corp. ! BB/Watch Dev/~ Lee ' Southem Star Central Gas Pipeline. Standard & Poor's

: - expects to resolve the CreditWatch listing after a review of

‘ . the company's decision on its course of action, including

. i ) potential changes in governance, strategic direction,

i
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o :See Southem Star Central Corp.

ﬂnancnal profile, or other credit metncs and their ultimate

Southern Union acquired pipeline assets from Enron !
through a joint venture with GE Energy Financial Services
t Inc. The acquisition debt is nonrecourse and is not included |
in Standard & Poor's assessment of Southern Union's
 rating, although in five years Southem Union will buy out
: GE. At that time the rating is likely to be determined based
. on the financial strength of all the assets owned by
" Southern Union. The company has successfully funded the

. $590.5 million acquisition with $483 million of common

equity and $100 million of convertible debt. If the financial

_ metrics of the consolidated companies, Southem Union Co.
and Panhandie Eastem Pipeline, are in line with ‘BBB’

benchmarks by the end of 2005, the outiook will likely be

H Recent rate cases in Nevada and California have redeced

“incurred to pursue a merchant strategy and residual
. unregulated activities continue to be a drag on financial
pevformance and credit quahty

‘eamings volatility associated with milder weather in 2005. |
‘However, a rate ¢ase on file in Arizona that seeks to 1
‘improve returns and enhance rate design is a prevailing

rating concern. Customer growth of 5% per year continued
.In the most recent quarter and requires substantial capital i
: expenditures over the intermediate term. Internal cash flow

after common dividends is projected to fund about 60% of
. total capital expenditures. Credit measures remain solid for

: Cash ﬂow is projected to return to more typical levels in

2005 after an unusually active hurricane season and the '

‘ effect of fuel cost recovery timing resulted in lower than

. expected cash flow in 2004. The utility recovers a portion of |
hurricane costs through a storm reserve mechanism, and
the remainder is capitalized. Tampa Electric has largely

: completed its required environmental spending, though the |
- company must add some incremental peaking capacity i
beginning in 2006. The utility maintains a rating two notches ;

. above its parent based on the view that the utility's credit
: profile is unlikely to suffer further deterioration from the

“parents activities. !

’TECO Energy has largely completed its sale of merchant ;

. power assets and is refocusing on its core regulated i

: business. Now that the Union and Gila River plants were

_transferred to their bank group through a voluntary

: bankruptey process in May 2005, and the sale of the Dell

‘plant is expected to close in the third quarter, only '

. McAdams remains of the unregulated power portfolic. The

: company intends to build cash and refinance

- opportunistically ahead of sizable 2007 maturities.
Consolidated cash flow, while improved, is dependent on

. synthetic fuel operations for about 40% of expected total in

' 2005 cash flow, and is vulnerable to high oil prices. Debt

Standard & Poor‘s expects relatively stable financial
performance and substantial debt reduction over the next
“four to five years due to hedges in place at Texas Genco.
. The pending IPO will not affect the rating on its own, butif a
- more aggressive financial policy resuits, this will increase

,ﬁ ;
; ]
‘ ! impact on credit quality.
Southemn Star Central Gas Pipeline Inc. BB/Watch Devl— Lee
: : ;
| ;
| : |
: Southern Union Co. : BBB/Negative/-- | Waite
H ! :
| 'f
q il “revised to stable.
[ Panhandie Eastern Pipe Line LLC BBB/Negatlvel— Warte See Southem Umon Co
1
5 |
| Southwest Gas Corp. | BBB-/Stable/— Watt
| |
' 1the ratmg
3 l R
: i
; !
Tampa Electric Co. | BBB-/Stable/A-3 1 Tsocanos
e i ,
{
i
i
! i
; '
' f
fr i
; ‘
{TECO Energy Inc. | BB/Stable/B-1 ‘Tsocanos
% i
Texas Genco LL.C ‘: BB-/Stable/-- . Taylor

i
i
|
!
y

. i Tucson Electric Power Co.

| BB/Stable/B-1

the risk of a downgrade. In the near term, variability will be
driven primarily by facility operations and the ability of
.management to control operating costs. Over the longer
. term, credit will be driven by the market dynamics of the
) Electnc Rehabmty Council of Texas. ;

=The ratmgs on Tucson Elec‘mc Power a wholly owned i

: subsidiary of UniSource Energy Corp. (unrated), reflect the
: h:ghly leveraged f nancnal proﬁle and the satlsfactory
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TXU Corp.

| BBB-/Stable/—

{ TXU Electric Delivery Co.

| BBB-/Stable/--

| TXU Energy Co. LLC

BBB-/Stable/-

) ; a;r_xsolidated business profile. Very high leverage remains

' the most critical credit concern, with consolidated adjusted |
: debt to fotal capitufation at 76.8% as of March 31, 2005.
i The ability of the company to achieve its consolidated
! projections and insure that its cash coverage ratios remain |
{within the Standard & Poor's benchmarks will be criticalto |
' ratings stability. The company is in the midst of a rate

: review that it filed in June 2004. Due to a rate ceiling ;
-imposed as part of a 1999 seftlements, the rates may not be :
.increased until after 2008 but could be lowered as part of |
. the pendmg review.

The June downgrade reflected concerns that the company S |

i strong earnings per share growth targets and willingness to :
use debt leverage to bolster its stock price may be a source |

: of continued tension with lenders' interests. Though TXU's |
cash flow continues {o benefit greatly from the persistent

_rise in gas prices in the past two and half years, concerns

‘ remain about the eventual fall in gas prices and the impact it
would have on the residentia! retall operatlon i

See TXU Corp x

i
T
{
i

|
% UG Utilities Inc.

: BBB/Negative/-

Unlted Waterworks

: A-Stable/- Lee

- has largely been favorable for credit quality, which bodes

i

i
P

- 4

: UGI Utilities continues to produce strong results. However, ]

. parent UGI Corp.’s expansion into unregutated foreign !

: propane distribution businesses has introduced more risk

. into the company's overalt profile. Growth of UGI Corp.’s

. nonregulated businesses should be moderate. UGI Utilities” |

‘ratings may be lowered if the consolidated entity fails to !

i deliver projected cash flow or future growth at the il
!

| consolidated entity causes the proportion of higher-risk
businesses to exceed Standard & Poor’s expectations.

The ratings on United Waterworks incorporate the
company's credit quality with that of uitimate parent, Suez |
i S.A. (A-/Stable/A-2), and the greater risk profile of ]
'_ intermediate parent, United Water Inc., where nonregulated ;
; activities have resulted in significant losses. Parent United |
! Water also faces the substantial cost of cleanup for MTBE, }
a gasoline additive and potential carcinogen that has been !
. detected in the company's water systems. To recover these .
, costs, United Water has joined other affected water utilities
| in lawsuits against MTBE makers including Exocon Mobil,
Amerada Hess, and Sunoco. However, provisions of the {
: energy bill currently under debate by Congress include a
i “safe harbor" waiver, which could protect MTBE makers by
retroactively nullifying all MTBE defective product liability
i lawsuits filed since September 2003, including United
‘Water's. Notably, United Water's regulatory environment

|

*well for potential MTBE cost recovery, if necessary. !

' However, even if recovery is eventually granted by i

regulators, the process could bring about regulatory lag and !

necessitate increased borrowing in the interim, potentially ;
_harming credit quality.

United Water New Jersey

| A-/Stable/-- Lee
!

'
¢
i
!

| A-/Stable/— + Acar

 Indiana Gas Co. Inc.

| A-/Stable/-  Acar

All of Vectren’s regulated gas utilities finalized their rate

" See United Waterworks.

cases. Overall, the settlements for the gas distribution
businesses were favorable, providing for rate increases that
are in line with Standard & Poor's expectations, including an

- ROE that is comparable with the national average of 10.5%

.and a new rate design that includes a larger fixed monthly
customer charge, which is intended to address to some
extent weather-related eamings volatility. Unregulated

. acitivities continue to provide positive income, and mostly |

" support regulated operations. The negative outcome of the

' jury trial between ProLiance (50% controlled subsidiary of

. Veciren) and the City of Huntsville, Ala. against ProLiance is |
not expected to affect Vectren s credlt rating.

See Vectren Corp
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! Southern Indiana Gas & Electric Co.

A-/Stable/—

Vectren Utility Holdings Inc.

A-/Stable/A-2

Westar Energy Inc.

| BB+/Positive/—
i

. Kansas Gas & Electric Co.

BB+/P05|t|ve/-

WGL Holdings inc.

AA-/Negative/A-1

i

H

ET__M_... __

ashington Gas Light Co.

| AA-/Negative/A-1

‘Acar

. Eiseman

| E

| Elseman

i

Messer

Messer

.

Williams Cos. Inc. (The)

- B+/Stable/--

|

Wolinsky

See Vectren Corp

r See Vectren Corp.

'Westar has completed nts debt restructunng commitment ;
: made to the Kansas Corporation Commission (KCC) and l
: has retumned to being a pure vertically integrated electric !
; utility. On May 2, 2005, Westar filed a general rate case for
‘an $84.1 million rate hike premised upon an 11.5% retum
. on equity. The filing is one of the final steps of the plan
agreed to with the KCC. A commission decision is expected
. by the end of 2005. The positive outiook recognizes the i
: signiﬁcant actions management has taken to strengthen the -
company’s financial condition and reduce its business risk.
: However, to make the transition to investment grade, .
| Westar must achieve and sustain cash flow measures that i
_are solidly investment grade and receive a reasonabie rate !
i decision in its pending rate case. The fallure to strengthen
financial parameters, coupled with a mediocre rate order
"would result in an outlook revision back to stable

See Westar Energy Inc.

In Apnl 2005 WGL Holdmgs mcreased :ts cost estlmates :
| concerning its Prince George's County distribution system |
. remediation program to $87 million from its original estimate -
" of $75 million. Furthermore, the company disclosed that
i paving requirements could increase costs by up to an
_additional $50 million. 1t is currently unknown whether the
 Maryland Public Service Commission will allow WGL cost ;
_recovery through rates. Standard & Poor’s anticipates that |

WGL will use a combination of debt financing and intemally '
. generated cash flow to finance these additional i
' expenditures through 2007 and that financial metrics and

discretionary cash flow are likely to modestly weaken over
i the next several years

. See WGL Holdmgs lnc

—— _.4.4

. lf Wllllams continues to meet ns forecasts the outlook could
be revised to positive in the near term and the rating could

. be raised over the intermediate term. However, if cash i
spending at its power segment is considerably higher than |

: expectations or financial ratios fall considerably below

‘ expectations, the outiook could be changed to negative.

Northwest Pipeline Corp.

[ B+/Stable /-

‘ Wolinsky

' 1 See The Williams Cos. Inc.

Transcontinental Gas Pipe Line Corp.

,B+/Stable /-

Wolinsky

See The Williams Cos. lnc

. Wisconsin Energy Corp.

| BBB+/Negative/A-2

Wisconsin Electric Power Co.

| A-/Negative/A-2

: Jepsen

Jepsen

i Wisconsin Gas LLC

| A-/Negative/A-2

Jepsen

i Wsconsm Energy's strengths and very supportive
" regulation are tempered by the risks from its well-above-
: average historical levels of capitat spending through 2011,
including the construction of two gas-fired combined cycle
. units, possibly two pulverized coal-fired units, substantial
“environmental improvements, and other transmission and
- distribution projects. Because the company intends to partly .
_fund the capital spending with internal cash flow, it willbe
: free operating cash flow negative, after which dividends i
 must still be paid and will also require new borrowings. H
Financing must be prudent for the company's credit profile
to be maintained and access to capital preserved. The
company's financial metrics improved in 2004 as debtand
. preferred stock were retired from asset sales, but adjusted !
funds from operations to debt is weak for the rating and not ;
forecast to improve until 2006. Assuming all planned !
construction takes place, which is currently uncertain, the
company's adjusted financial measures are expected to
continue to be mixed for the rating and improvement in cash .
flow protection measures expected in future years is highly
dependent on continuing supportive rate treatment as
historically received to recover the high levels of capital
spending.

See Wlsconsrn Energy Corp S ) i

See Wsconsnn Energy Corp
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WPS Resources Corp.

AINegatlvelA~1

" Jepsen

; The strength and cash flow stability of WPS Resources’

i utitities, along with very supportive regulation, are tempered

by the risks from well-above-average historical leve! of

i capital spending, including the construction of two coal-fired

" units, the Wausau to Duluth transmission line, substantial

“environmental improvements, and other transmission and

 distribution projects. At least through 2007, Standard &

. Poors expects the company to be free operating cash flow

. negative, after which dividends must still be paid, thereby
.requiring external debt and equity financing. In addition to
bemg exposed to construction schedule and budget risks,
: financing of capital spending must be prudent. The utility will ¢
also continue to require supportive regulation through the
heavy capital spending phase. WPS Resources' :
unregulated operation, WPS Energy Services, is exposed to |
counterparty credit risk since it provides wholesale and retall
power and gas marketing services and has
"disproportionatety high liquidity needs relative to its eammgs

. contribution. The marketing subsidiary relies entirely on ;

' WPS Resources for collateral support provided through {

- parental guarantees with counterparties and liquidity that is
provided primarily through working capital.

I}Wlsconsm Public Service Corp.
l

A+/Negative/A-1

Jepsen~

See WPS Resources Com.

Xcel Energy inc.

|
|
|

|
| BBB/Stable/~

' Northern States Power Co.

'BBB/Stable/—

{ Waite

Wafte

' Xce!'s subsidiaries continue to lower overall costs by
centralizing and streamlining joint operating activities. A
: settlement related to the least cost plan in Colorado |
. supports Public Service of Colorado’s credit by recognizing
i that equity should be at least 56% of capital to offset §
i purchased power obligations and that future plant f
. construction costs should be included in rate base on a :
: current basis. Over the next few years the Xcel subsidiaries |
{will be filing for rate increases to recover existing costs of
operation as well as the construction of new plant and i
upgrade of existing plants. These rate increases and i
contmued regulatory support of the utilities' credit profiles
iare |mponant factors in malntammg the current credlt ratmg f
1

See Xcel Energy Inc.

Northermn States Power Wisconsin

BBB+/Stable/--

" Waite

Public Service Co. of Colorado

BBB/Stable/A-2

Southwestemn Public Service Co.

BBB/Stable/--

3 Waite

. Waite

‘The York Water Co.

| A-/Stable/~

Lee

" see Xoel Energy inc.

See Xcel Energy Inc.

See Xcel Energy Inc. i

iy i
York contmues to benefit fmm regulatlon by the i

Pennsylvania Public Utilities Commission that is supportive
. of credit quality, a predominantly residential customer base,

. above average customer growth, and a solid operational

track record. However, York's small size and geographic [
isolation continue to challenge the company. In 2004, cash
flow from operations of about $7.7 million was insufficient to :
fund about $26 miliion of capital expenditures, mostly i
related to the Susquehanna River Pipeline Project, which
was necessary to increase water supply due to a drought in :
the region. During the first quarter of 2005, the company ;

" also announced its acquisition of three nearby water |

- systems for a combined purchase price of $2.3 million. !
Upward rating potential in the near term is unlikely given the
company's lack of free cash flow and substantial additional |
capital expenditures expected in 2005-2006. :

f *Ratings are as of June 28, 2005.

CreditWatch

Table 2 CreditWatch Llstlngs
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CreditWatch T ,_ .
Issuer implications Date Reason
The ratmg actlon on Cinergy reflects Standard & Poor's prehmmary assessment that
' ‘on the closing of the transaction with Duke Energy Corp., the company's credit quality
. . iMay 10, will be assessed on a consolidated basis, indicating lack of regulatory insulation or
Cinergy Corp. Negative | 2005 | meaningful restrictions on the flow of cash within the company. As a result, Standard
. ! ! & Poor's expects that the ratings on Cinergy will likely be equalized with the ratings on
r‘ ! Duke Energy, reflechng the same level of default risk.
o . . I May 10,
Cincinnati Gas & Electric Co. Negative {2005 ! See Cinergy Corp.
' . e
! ! .
: PSI Energy Inc. i Negative j ;’('%510’ See Cinergy Corp.
: ; : ——
- . . May 10, ! .
; Union Light Heat & Power Co. | Negative 2005 i See Cinergy Corp.
! o S_tandard & Poors expeets that the ratnngs on Duke Energy, pos?merger are more )
; “likely fo remain at current levels than be lowered, assuming no material increase in
’ , ; business risk or weakening in the consolidated financial profile. This is because the
: ; consolidated business risk profile should benefit from operating and regulatory
i May 10 , drversnty generally supportive regulatory regimes, and an increased asset base with
i Duke Energy Corp. Negative : 200y5 ! competmve power costs. Nevertheless, Standard & Poor's notes that the nonregulated
: ' i operatuons particularly electricity and gas trading and marketing, could become a
. . significant user of liquidity, including cash on hand and available credit facilities, under
: : certain adverse market and credit conditions. Furthermore, the merged companies
! : could be challenged to fully exploit the targeted synergies of the merchant generation
: I assets in the Midwest.
) . May 10,
Duke Capital LLC Negative 2005 See Duke Energy Corp.
i Duke Energy Trading and i . May 10, S
. Marketing LLC | Negative ' 2005 : See Duke Energy Corp
r . May 10
PanEnergy Corp. Negative 2005 See Duke Energy Corp.
. ! e e e e e+ e U
Texas Eastern Transmission . May 10, )
Lp Negative 12005 See Duke Energy Corp.
h i ' The positive CreditwWatch listing for MidAmerican refiects Standard & Poor's
- . . - i May 25, - expectation that its acquisition of PacifiCorp will be financed pnmarily with the infusion
= MidAmerican Energy Holdings , Positive 12005 of equity from MidAmerican's ultimate parent, Berkshire Hathaway Inc., a practice
i . consrstent W|th preVIous acqulsmons
: e o J U
* Northern Natural Gas Co. Positive 20?5 ' iSee MidAmerican Energy Holdings.
r May 10 ‘Although the type of asset being acquired appears to be consistent with ONEOK'S
1 Oneok Inc. Negative 52035 ' - business model and strategy, the rating could be pressured because the acquisition
! ! i will be finance initiafly with 100% debt.
ir . 1 The CreditWatch listing reﬂects the fact that the current 'A-' corporate credit rating on
PacifiCo Negative : May 25, ‘ PacifiCorp is based on ScottishPower's consolidated credit profile, whose solid
P 9 2005 ‘ﬁnancial performance has compensated for the U.S. utility's weaker stand-alone

f
f

i metncs

'Dates represent the period from Apnl 29, 2005 to June 28 2005 covered by thrs report card

Outlook Changes
I 1
!
i —_—
; Table 3 Outlook Changes
Issuer To From i Date* | jReason
rﬁ I June l The change in outlook is pnmarlly due to an improving financial profile and a reduction in business risk
i Energy East ! Stable Negative | 17 from the sale of the Ginna nuclear power plant and various unregulated subsidiaries. Energy East's low
Corp. i ; 2065 Ievel of operating risk, geographic diversity, and supportive regulatory environment characterizes its strong
; ' busmess profile, Wthh is scored a '3’ (busmess profiles are categonzed from '1' (excellent) to 10’
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scored a '3' (business profiles are categorized from '1’ (excellent) to "10' (vulnerable)).
Energy East's utility subsidiaries are predominately electric and gas transmission and
distribution companies, which are less exposed to operating risk than integrated utilities.
Energy East's service territories span from central New York to southern Maine. The
market diversity strikes a balance between the limited growth opportunities in rurai
upstate New York and the more densely populated, afftuent markets served in
Connecticut. In addition, despite exposure to competition, Energy East's regulated
utilities often benefit from being the incumbent service provider in many of its markets.

Ceniral Maine

power Co. Stable |Negative | June 17, 2005 | See Energy East Corp.

Connecticut Natural .

Gas Corp. Stable | Negative [ June 17, 2005 | See Energy East Corp.

New York Electric i

& Gas Corp. Stable |[Negative | June 17, 2005 | See Energy East Corp.

Rochester Gas & .

Electric Corp. Stable | Negative { June 17, 2005 | See Energy East Corp.

Southern

Connecticut Gas Stable |Negative | June 17, 2005 | See Energy East Corp.

Co.
The outlook revision foliowed the successful restart of the Perry and Beaver valley
nuclear stations after their respective refueling outages. The ratings on FirstEnergy
reflect the consolidated creditworthiness of the utility holding company and its seven
electric utility subsidiaries. The corporate credit rating reflects the benefits of
supportive regulation and a fleet of low-cost, baseload power generation in Ohio, low-
risk transmission and distribution operations in New Jersey and Pennsylvania, and

First Energy Corp | Positive | Stable May 16, 2005 | rate certainty in Ohio. Strong free cash flow generation, good liquidity, and an
improving financia! profile are other strengths. These positive factors are tempered by
an overali below-average business risk profile relative to its peers. Business risks
include a below-average regulatory relationship in New Jersey, lingering concems
about operational management, and pending investigations. The company still carries
high, albeit declining, debt levels as refiected in its fow funds from operation to debt
ratio.

Cleveland Electric - !

Hiuminating Co. Positive | Stable May 16, 2005 | See First Energy Corp.

Jersey Central Positive | Stable | May 16, 2005 | See First Energy Corp

Power & Light Co. ’ :

Metropolitan . .

Edison Co. Positive | Stable May 16, 2005 { See First Energy Corp.

Ohio Edison Co. Positive | Stable | May 16, 2005 | See First Energy Corp.

Pennsylvania . .

Electric Co. Positive | Stable May 16, 2005 | See First Energy Corp.

Pennsylvania - i

Power Co. Positive | Stable May 16, 2005 | See First Energy Cormp.

Toledo Edison Co. | Positive | Stable May 16, 2005 | See First Energy Corp.
The outlook revision to stable from positive refiected the expectation of only moderate
rate relief by the Washington Utilities and Transportation Commission. Puget Energy
had met our expectations regarding the monetization of Infrastrux and the
achievement of strong cash flow coverage in 2004. However, going forward, Puget

Puget Energy Inc. | Stable (Positive |May 13, 2005 |will require equity infusions and will depend on timely rate relief to support its heavy
capital requirements and plans to reduce debt leverage. Puget Sound Energy
commenced contruction on a 150 MW wind project for which it filed in June 2005 for
cost recovery, and has signed an agreement to start construction on a second 220
MW wind project later in the year.

Puget Sound Stable |Positive | May 13, 2005 | See Puget Energy Inc

Energy Inc. ' .

“Dates represent the period from April 29, 2005 to June 28, 2005, covered by this report card.

ATTACHMENT DEB-5
Page 34 of 38



:

Rating Changes
Table 4 Rating Changes
Issuer ]To ] From [Date' ] Reason
New ratings
None. r ,
Upgrades

Allegheny Energy Inc.

BB-

May 9, 2005

The upgrade reflected the company's progress in debt
reduction using proceeds from asset sales and free cash
flow and through accelerated debt-to-equity conversion.
Also supporting the upgrade is management's proactive
approach in seeking regulatory relief and implementing cost
reduction and reliability improvement initiatives.

Allegheny Energy Supply Co.
Lc

May 9, 2005

See Allegheny Energy Inc.

Monongahela Power Co.

BB-

May 9, 2005

See Allegheny Energy inc.

Potomac Edison Co.

BB-

May 9, 2005

See Allegheny Energy inc.

West Penn Power Co.

May 9, 2005

See Allegheny Energy Inc.

Covanta Energy Corp

June 28,2005

The rating actions follow the compietion of Covanta's
acquisition of American Ref-Fuel Holdings Corp., the parent
of MSW | and MSW I, from DLJ Merchant Banking Partners
and its affiliated coinvestors and AIG Highstar Capital L.P.
and certain affiliates. Covanta's core business position
would be adversely affected if it took any action that would
negatively affect project cash fiows, including debt service
on its nonrecourse project-level municipal debt.

El Paso Corp.

June 27, 2005

The upgrade recognize the considerable progress that the
company has made in reducing exposure to unregulated
operations and improving liquidity. Proceeds from asset sales
and successful issuance of $750 million of convertible
preferred stock in Aprit put the company in a much-improved
position to meet its challenging near-term maturities, atthough
refinancing risk remains a material concem.

ANR Pipeline Co.

June 27, 2005

See El Paso Corp.

Colorado Interstate Gas Co.

June 27, 2005

See El Paso Corp.

El Paso Natural Gas

June 27, 2005

See Eil Paso Corp.

Southern Natural Gas Co.

June 27, 2005

See El Paso Corp.

Tennessee Gas Pipeline Co.

oWl o; | W

June 27, 2005

See El Paso Corp.

Texas-New Mexico Power Co.

8BB

BB+

June 6, 2005

The rating on Texas-New Mexico Power now mirrors the corporate credit rating on PNM
Resources Inc. and its electric and gas utility subsidiary, Public Service Co. of New
Mexico. The ratings on PNM Resources reflect its solid business position, which is
supported by the generally stable earnings of the regulated electricity and gas distribution
systems of both its utility subsidiaries as well as by reasonably good growth in their
respective service temitories.

Downgrades

Calpine Corp.

May 9, 2005

The ratings on Calpine were lowered because the company must continue fo rely on asset
sales and contract monetizations to meet its interest payments and other fixed obligations
in 2005 and 2006. In addition, the rating action is based on uncertain prospects for
improvements in power markets, making it unlikely that Calpine will be able to meet these
obligations with internal cash flow generation. Although Calpine alleviated many of its
liquidity issues regarding its 2003-2004 debt maturities through successful refinancing,
asset sales, and monetizations, liquidity will remain a credit concem because Calpine's
new debt instruments restrict its ability to issue debt and sell assets.

Calpine Generating Co. LLC

B-

May 9, 2005

See Calpine Corp.

Calpine Construction Finance

B-

May 9, 2005

See Calpine Corp.
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Central Vermont Public
Service Corp.

BB+

BBB-

June 10, 2005

The downgrade was in response to an April 2005 Vermont Public Service Board rate order
requiring Central Vermont to provide customers with a rate refund of approximately $6
million in June 2005 and to reduce rates by 2.75% effective April 1, 2005. The rate order
represents an adverse shift in the company's regulatory environment, which heightens its
business risk over the foreseeable future. The mandated rate refund and decrease also
weaken the company's credit-protection measures. Lastly, the rate order's impact on cash
flows limits the company's ability to generate positive discretionary cash flow, which is a
material difference from previous years.

Energen Corp.

BBB+

A-

June 28, 2005

The ratings on Energen reflect the consolidated credit profile of the company and its
subsidiaries, Energen Resources Corp. and Alabama Gas Co. While strong commodity
prices have bolstered consolidated cash fiows significantly over the last three years, the
company maintains a higher tolerance for debt than appropriate for an ‘A’ category
company with material exposure to the oil and gas exploration and production sector. For
example, the company targets a 60% equity-to-capital ratio, which is low for a company
with above-average business risk. Increased participation in the oil and gas sector
exposes the company to a competitive and cyclical industry with targe capital
requirements.

Alabama Gas Corp.

BBB+

A-

June 28, 2005

See Energen Corp.

Middlesex Water Co.

June 22, 2005

The downgrade reflects continued heavy capital spending needs at Tidewater Utilities inc.,
the regulatory uncertainty surrounding new wastewater operations at Tidewater
Environmentat Services Inc. (TES)), a historically high dividend payout, and a moderate
financiai profile. Tidewater's capital expenditure needs are high and expected to increase
going forward, although its regulatory environment appears to have stabilized. Regulatory
treatment for TESI, which is expected to begin operations this year, remains uncertain
given recently passed legislation in Delaware newly regulating wastewater facilities.
Middlesex's moderate financial profile, including a high dividend payout and weak funds
from operations to total debt measures, is more commensurate with the ‘A-' rating.

Northeast Utilities

BBB

BBB+

May 27, 2005

The rating action reflected Standard & Poor's view that the credit-protection measures for
Northeast Utitities (NU) are weak and wili continue to deteriorate until the costs of a major
construction program are recovered in rates. Connecticut Light & Power (CL&P) is
engaged in a major construction plan to expand and upgrade its transmission and
distribution network in Connecticut. This will require the subsidiary to issue about $200
million annually from 2005 to 2009. However, CL&P will not begin to recover the costs
related to this program until sometime in 2007 to 2008, when the fransmission investments
are expected to begin to enter service. The result will be a weakened financial profile for
many years. Furthermore, although NU has announced its intention to sell certain of its
unreguiated operations, it is still subject to execution risk regarding the sale and remains
exposed to the generation and retail supply businesses, which both represent high
business risk.

Connecticut Light & Power
Co.

BBB

BBB+

May 27, 2005

See Northeast Utilities

Public Service Co. of New
Hampshire

BBB

BBB+

May 27, 2005

See Northeast Utilities

Western Massachusetts
Electric Co.

BBB

BBB+

May 27, 2005

See Northeast Utilities

Yankee Gas Services Co

BBB

BBB+

May 27, 2005

See Northeast Utilities

TXU Corp.

BBB-

BBB

June 14, 2005

Standard & Poor's concluded that even though TXU's accomplishments selling its
nonperforming assets and restructuring its debt over the past year and a half are highly
beneficial to all stakeholders, TXU's willingness to use debt leverage to bolster its stock
price and its strong earnings per share growth targets may be a source of continued
tension with lenders' interests. Given the heavy focus on equity holders, Standard & Poor's
current opinion is that a 'BBB-' corporate credit rating is more appropriate for the company.
Standard & Poor's also revised its business risk profile on the company to ‘7' from '5'
(business profiles are categorized from '1' (excellent) to '10' (vulnerable)). The rating and
business risk profile revisions follow a complete review of the company.

TXU Electric Delivery Co

BBB-

BBB

June 14, 2005

See TXU Corp.

TXU Energy Co. LLC

BBB-

BBB

June 14, 2005

See TXU Corp.

Withdrawn ratings

Conectiv

NR

BBB+

June 7, 2005

TNP Enterprises

NR

BB+

June 6, 2005

*Dates represent the period from April 29, 2005 to June 28, 2005, covered by this report card.
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Rating Trends

Selected Articles

Table 5 Previously Published Articles

Article title Publication date
Calpine Generating Co.'s Valuation: An Exercise in Notching May 18, 2005
Credit FAQ: The Duke Energy And Cinergy Merger May 19, 2005
How Returns On Equity Factor Into U.S. Utilities Creditworthiness June 16, 2005
MTBE Legislation Could Affect U.S. Water Utilities Credit Quality May 16, 2005
Need For U.S. Utiiity Refinancing Plummets Since Critical Days Of 2002 June 21, 2005

Peer Comparison: Eight U.S. Utilities' Returns On Equity

June 27, 2005

S&P Survey Highlights Weakness In Liquidity Risk Management in The U.S. Energy Industry | May 12, 2005

Why U.S. Electric Utility Mergers Jeopardize The Balance Sheet

June 14, 2005
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WACHOVIA CAPITAL MARKETS, LLC
EQUITY RESEARCH DEPARTMENT

Utilities: The Dark Side Of "Back To Basics"
Utility Stocks Could Begin Trading Like Utility Stocks Again
April §, 2005 Inflation, High Interest Rates Mean EPS Attrition, Lower P/Es

Key Polats

s  Udlity Companies Have Begun Bebaving Like Utllity Companies Once Again. "Back to
Basics" has been the popular industry theme since the collapse of the merchant power sector.
The recovery phate of that strategy is largely completz, as noncore businesses have been
divested and balance shoets have been repaired. Companies are once again investing in their
utility operstions W grow camings. Capital spending for ‘new generating plants,
enviromnental wmp!iauu:. customer growth, and o improve. the relisbility of an aging
infrastructure is on the rise. Higher capital spending translates into rate base growth and rate

base growth means mmgs growth, as long as the regulators nre wsllmg to provide timely
and adequate increases in mates.

»  Utiity Stocks Have Not Been Bebaving Like Utllity Stocks, However. From. the late
1980s through the 1990s, utility stocks traded in a nearly perfect inverse relationship with
long-tenm interest ratcs. With the rapid rise and fall of the merchant power sector beginning
in 2001, that relstionship reversed. Intercst rates declined in 2001 and 2002, and utility stock
priccs dropped as well. Rates have, on balance, been on the rise since mid-2003 with a
growing cconomy and rapidly rising commodity prices. Utility stocks, which have
traditionally been interest rate sensitive, have been among the top performing sectors and ere
trading at record high valuations, ’

¢ The "Dark Side" Of The Back To Basics Strategy is that a nising capite] spending
program during a period of rising inflation and interest mtes will begin to affect camings
growth, which could then begin to affect P/E multiples. As interest rates rise, the cost of debt
for a new plant and to refinance maturing obligations increases. Higher plant costs,
operating expenses, fossil fuel prices, and investmenls to meet eavironmental regulations all
put upward pressure on rates 1o customers, Without rate relief, earnings will suffer until a
vate case can be prepared, filed, and litigated. Lower eamings growth mtes combined with
higher market yields can lead to lower P/E multiples.

e Utility Stocks Could Fall 10-20% If The Historica) Connection To Interest Rates
Returns. [nterest mates have been on the rise and expectations of yields on long-term U.S.
Treasury bonds above 5% arc common. The UTY Utility Stock Index (PHLX: UTY), a
widely used indicator of utility stock values, it wading around 400, near its all-time high.
Prior 1o 2001, the last time the yield on 10-year U.S. Treasury bonds was at 5%, the UTY
traded between 325 and 350, or 10-20% below current prices.

¢ Our Anslysis Suggests A Neutral To Underwelght Position For The Croup. We sce

) these conditions developing over a period of time. We believe investors should focus their

holdings in the sector to those companies that have minimal exposure 1o regufatory lag or are

Thomas Hamlin, CFA able to offset earnings attrition within their regulated businesses with strong nonregulated

(804) 868-1107 operations. These include Comstellation Energy (CEG, $53.65, Market Perform), Dominion

thomas hamlin@wachovis.com Resources (D, $76.27, Market Perform), Entergy (ETR, $72.60, Market Perform), FPL

Darin Coxtl, CFA Group (FPL, $40.57, Market Perform), and Sowthen Compeny (SO, $32.15, Market
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Discussion

"Back to Basics" has been the popular industry theme since the collapse of the mezchant power
sector. The recovery phase of that straiegy is largely compleie, 2s noncore businesses have been
divested and balance sheets Kave been repaired. Companies are once again investing in their
utility operations 1o grow esmings. Capital spending for new generating plants, environmental
compliance, customer growth, and to improve the reliability of an aging infrastructure is on the
rise. Higher capital spanding translates into rate base growth and rate base growth means exmings
growth, as long as the regulators are willing 1o provide rimely and adequate increases in rates.

Interest Rates And Utility Stocks—The 19905

From the late 1980¢ through the 19505, wtility stocks traded in a nearly perfect inverse relationship
with Jong-term interest rates. Utility stocks have traditionally been relied on for their dividend
yields and relative safety. As yiclds on other income-oriented investments rise and fall, the market
value of utility stocks can be expectod 1o move in the opposite direction, Exhibit | of this report
contains two graphs that illustrate this relationship. The first shows the yield on long-term U.S.
Treasury bonds from 1988 through 2000. While the long-term trend in rates was down, there were
cyclical upturns in interest rates, pacticularly in 1954 and 1999. The second graph shows the UTY
Utility Stock Index (PHLX: UTY), & widely used indicator of utility stock values. The UTY
moved as expected through most of the decade, until mid-2000, when the market fell in love with
the merchant power sector.

200105

With the rapid rise and fall of the merchant power sector beginning in 2001, the relationship
between longeterm interest rates and wtility stock prices reversed. Exhibit 2 of this report shows
interest retes and utility stock prices from 2001 to the present.  Rather than moving in opposite
directions, the two indicators have shown a positive relationship. Interest rates declined in 2001
and 2002, and wtility stock prices dropped as well. Rates have, on balance, been on the rise since
mid-2003, with a growing cconomy and rapidly nising commodity prices. Utility stock prices
have been on the rise since then

While no single factor can account for this reversal, we believe the merchant power phenomenon
was a strong contributor. The dereguiation of most wholesale and many retail power markets
created opportunities for utilities 1o break free from the limitations of their regulated businesses
and grow eamings st double-digit rates. Investors rewarded companies in the merchant space with
high eamings multiples. The power business, in the minds of investors, moved from being 8
defensive, stable, low-growth infrastructure business to 8 pro-cyclical industrial commodity
business, like chemicals and basic metals. Enron became the poster child for the sector, using the
techonology of the new economy to transform the ‘perception of the business and its value to
investors.

With the bankruptcy of Enron, the sector collapsed as fast as it had risen. In its wake, the Back to
Basics theme emerged among utilities. Beginning in lste 2002, and conliming throngh 2004,
utilities were downsizing or divesting their merchant busincsses. Noncore assets were abandoned
or sold, with the proceeds used to pay down debt. Hugely dilutive equity offerings were needed to
repair balance sheets.

Investors began paying premiums for the safety of regulated eamings and predictable dividends.

As the percentage of the sector’s ezmings coming from regulated operations incressed, 50 did the -
value of utility stocks. As shown on Exhibit 2, the UTY increased ffom about 250 to nearly 400

during this period, even though interest mtes were on the rise. Energy companies had turned

themselves back into wtilities. .
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The Future

Compsnics are once again investing in their utility operstions 10 grow camings.- Capital spending
for new gencrating plants, environmental compliance, customer growth, and to improve the
relishility of an aging infrastructure is on the rise. For the 18 principally electric power companies
in our coverage group, estimated capital spending (excluding acquisitions) for 2005 totals $22.50
billion, & 17% increase over 519.25 billion for 2004. Spending is up for all but three of these
companics, two of which compleied new gencrating piants in 2004. Higher spending is not
limited to 2005S. Current estimates are that spending will remain high for 2006 and will likely
increase later in the decade.

Higher capital spending tramslates into rate base growth and raste base growth means camings
growth, as long as the regulators are willing 10 provide timely and adequate incrcases in rates.
Regulators have encouraged investment in wtility assets, 1n many juricdictions, regulators have
“preappraved” the mtemaking treatment of new comstruction projects, reducing regulatory risk.
Investors have also benefited from this new-found cooperstion between utilities and regulators.

The Dark Side

The "dark side™ of the Back to Basics strategy is that a rising capital spending program during a
period of rising infiation and interest rates will begin to impact camings growth, which could then
begin o affect P/E multiples. As interest rates rise, the cost of debt for 2 new plant and o
refinance maturing obligations increases. Higher plant costs, opersting expenses, fossil fuel prices,
and investments to meet environmental regulations all put upward pressure on mates to customers.
Without mte refief, camings will suffer until a rate case can be prepared, filed, and litigated.

We have started to sce signs that utility regulators are not a permanent sousce of future camings
growth. Prices for all fossil fucls, oil, coal, and naturat gas have skyrocketed over the past yesr
and show no signs of abating. Fuel costs are usuaily the largest single cost item in electricity
production. Utilities generally do not eam a margin on fuel as its costs are passed through in an
edjustment mechanism. Utility customers do not care whether their mtes are rising because of fuc!
prices-or because of utility spending. They just know that their utility costs are going up, along
with gas prices and other basic necessities, and they are not happy about it.

Utilities are coming fo regulators for rate incresses to recover higher fuel prices, the cost of
compliance with new envirommental regulations, and investments for reliability improvements and
for customer growth. With higher utility spending and the rising cost of fuel, electric utility
revenue requirements are likely [} gow faster than the general fevel of inflation for many years.
Utilities are likely to meet increasing opposition to requests for higher prices.  Regulators, who
src ¢ither clected by the public or appointed by people who are elected by the pubhc will likely
react to political pressures with creative ways of avoiding rte increases.

Utllity Stocks

With utility companies acting like utilities again, it should not be long before utility nocks start
trading like utility stocks once again. Utility stocks could fall 10-20% if the historical connection
to interest rates retums. interest rates have been on the rise and expectations of yields on long-
term U.S. Treasury bonds above 5% are common. The UTY Utility Stock Index is trading around
400, ncar its all-time high. Prior to 2001, the last time the yield on 10-year U.S. Treasury bonds
was at.5%, the UTY traded between 325 and 350, or 10-20% below current prices.

We sec these conditions developing over a period of time. We believe investors should focus their
holdings in the sector to thosc companies that have minimal exposure to regulatory lag or are able
10 offsct carnings attrition within their regulated businesses with strong nonregulated operations.
These include Consteliation Energy (CEG), Dominion Resources (D), Entergy (ETR), FPL Group
(FPL), and Southern Company (S0).
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Exhibit 1. '
10-Year U.S. Treasury Yield 1988-2000
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Exhibit 2.
10-Year U.S. Treasury Yield 2001-05 .
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. Exhibit 3.

10-Year U.S. Treasury Yield - Last 180 Days
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Dominion Resourcss, Inc. (D) 3-yr. Price Performance
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Entergy Corp. (ETR) 3-yr. Price Performance
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FPL Group, inc. (FPL) 3-yr. Price Performance
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The Southern Company (S0) 3-yr. Price Performance
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Additional Information Avallable Upon Reguest

| centify that:
I)Mlvuvsuptused:nmsmhmponmmlymﬂedmypemnllvmnboutmymdnﬂofﬁwmb,enmmuuormdmmad,md

~ 2) No part of my compensation was, is, or will be, directly or indirectly, related 1o the specific recommendations or views expressed by me in this
research

report.

‘The rexearch anatyst or member of the research analyst's household cursently has & Yong posicion in the securities of FPL Group, Inc.
Wachovu&pﬁ:l)dukeu,LLCaibﬁlialesmm‘sdmwmedlpub!icofﬁ:in.oflenuiﬁsfaCmﬂelhﬁmEmmeup,h\c within the
past 12 months.

Wachovia Capital Markets, L1.C or its affiliates intends 10 seck or expedts to receive compensation for investment banking services in the next three
months from Constellation Energy Group, Inc., Dominion Resources, Inc., Entergy Corp., FPL Group, Inc., The Southern Company.

" Wachovia Capital Markets, LLC or its sffiliates received compensation for investment banking services from Consteflation Encrgy Group, Inc.,

Dominion Resousces, Inc., Emtergy Corp., FPL Group, Inc., The Southern Company in the past 12 months,

Wachovia Capital Maskets, LLC snd/or its affilistes, have beneficial ownesship of 1% or more of sy class of the comumon stock of FPL Group, hac.
Canstelistion Energy Group, Inc., Dominion Resourees, Inc., Entergy Corp., FPL Group, Inc., The Southern Company currentfy is, or.during the 12~ -
month period preceding the date of diswibution of the research repon was, & client of Wachovia Capital Markets, LLC.  Wachovia Capita) Markets,
LLC provided investment banking services 1o Constellation Encrgy Group, Inc., Dominion Resources, Inc., Entergy Corp., FPL Group, Inc., The
Southern Company.

" Constellation Energy Group, lac., Dominion Resources, Inc. currently is, or during the 12-month period preceding the daie of distribution of the

research report was, a client of Wachovis Capital Markets, LLC. Wachovia Capital Markets, LLC provided noninvestment banking securitics-related
services to Consiellation Energy Group, Inc., Dominion Resources, Inc.

Constellation Energy Group, Inc., Dominion Resources, Inc., Entergy Carp., FPL Group, Inc., The Southern Company currently is, or during the 12-
month period preceding the date of distribution of the research report was, a client of Wachovis Capital Markets, LLC, Wachovia Capital Markets,
LLC provided nonsecurities services to Consteliation Energy Group, Inc., Dominion Resources, Inc., Entergy Cotp., FPL Oroup, Inc., The Southern

Company.
© Ap affi Ime of Wachovia Capia] Markets, LLC has received compensation for products and services other than investment banking services from

Dominion Resowrces, Inc. in the past 12 months.
Wachovia Capital Markets, LLC received compensation for pmducts or services other than investment banking serviees from Constellation Encrgy

Group, Inc., Domtinion Resources, Inc., Entergy Corp., FPL Group, Inc., The Southems Company ia the past 12 months.

Wachovia Capital Markets, LL.C docs not compensate its rescarch analysts based on specific investment banking transactions. WCM's research analysis
receive compensation that is based upon and impacted by the ovevall profiubility snd revenue of the firm, which includes, but is not fimited to

- investment banking revenue,

1 = Outperform: The sock appeass atmactively valued, and we belicve the siock’s total return will exceed that of the market over the next 12 rmmhs.
BUY

= Market Perform: ‘me stock npan appropriately va!md. and we believe the stock's total retwn will be in line with the market over the next 12
mth- HOLD

3 = Underperform: The stock appears overvalued, 208 we believe the stock’s 1otal recum will be below the market over the next 12 months, SELL

As of; Apsil 5, 2008 .

40% of companiies covered by Wachovia Equity Research are Wachovia has provided investment banking services for 34% of its
ruted Outpcrfum. Qutperform-suted companies,
54% of companies covered by Wachovia Equity Research are Wachovis has provided investment banking services for 35% of its Market
* rated Market Perform. Performr-ned companies.
6% of conpunies covered by Wachovia Equity Research are Wachovia has provided investment banking services for 25% of its
vaied Underperform. Underperform-raled companies.
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Important Disclosure For International Clients

The securities and related financial instruments described herein may not be eligible for sale in all jurisdictions or to certain categories of
investors. For certain non-U.S. institutional readers (including readers in the EEA), this report is distributed by Wachovia Sccurities
International Limited: For the purposes of Section 21 of the UK. Financial Services and Markets Act 2000, this rcport has been
approved by Wachovia Securities International Limited. This research is not intended for, and should not be relied on by, private

. customers, Please comsult your Financial Advisor or the Wachovia Securitics office in your area for additional information, U.S.

residents are directed to wachovia.com for investment and related services.

Additional Disclosures

Wachovia Securities is the trsde name for the corporate, investment banking, capital markets and securitics research businesses of
Wachoviz Corporation and its subsidiaries, including Wachovia Capital Markets, LLC ("WCM™) and Wachoviz Securities Intemnational.
Limited. Wachovia Securities is also the trade name for the reiail brokerage businesses of WCM's affiliates, Wachovia Securities, LLC,
Wachovia Securities Financial Networks, LLC, Wexford Clearing, LLC, and First Clearing, LLC.

" Wachovia Capitsl Markets, LLC, is a U.S, broker-dealer registered with the U.S. Securities and Exchngc Commission and 8 member of

the New York Stock Exchange, the National Association of Securities Dealers, Inc., and the Securities Investor Protection Corp.
Wachovia Securities International Limited is 2 UK lncorpol'lted investment firm authorized and regulzted by the Financial Services
Authority.

This report is for your information only and is not an offer to sell, or a solicitation of an offer to buy, the securities or instruments named

" or described in this report. Interested partics are advised 1o contact the entity with which they deal, or the entity that provided this report

10 themn, if they desire further information. The information in this report has been obtained or derived from sources belicved by
Wachovia Capitsl Markets, LLC, to be refisble, but Wachovia Capital Markets, LLC, docs not represent that this information s accurate
or complete. Any opinions or estimates contained in this report represent the judgement of Wachovia Capital Markets, LLC, at this time,
and are subject 10 change without notice, Wachovia Capital Markets, LLC, and its affiliates may from time to time provide advice with
respect 1o, acquire, hold, or sefl a position in, the securities or instruments named or described in this report. For the purposes of the UK.

* Financial Services Authority’s rules, this report constitutes impartial investment rescarch. Each of Wachovia Capital Markets, LLC, and

Wachovia Securities International Limited is a sepamte legal entity and distinct from affiliated banks. Copyright © 2005 Wachovia
Capital Markets, LLC.

SECURSTEES: NOT FDIC-INSUREDVNOT BANK-GUARANTEED'MAY LOSE VALUE
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Research Update: Pinnacle West Capital's, Arizona Public Service's
Ratings Lowered To 'BBB-'; Outlook Stable

Publication date: 21-Dec-2005

Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5009;
anne_selting@standardandpoors.com

Credit
Rating: BBB-/Stable/A-3

Rationale

On Dec. 21, 2005, Standard & Poor's Ratings Services lowered its
corporate credit ratings on Pinnacle West Capital Corp. (PWCC) and
principal electric utility subsidiary Arizona Public Service Co.
(APS) to 'BBB-' from 'BBB'. The outlook is stable.

This action is based on increased regulatory and operating risk
at APS. Specifically, Standard & Poor's is concerned that the
Arizona Corporation Commission ({ACC) is not expeditiously addressing
APS' growing fuel and purchased-power cost deferrals, which have
grown much more rapidly than expected in 2005, particularly because
of elevated gas prices and the utility’s increased dependence on
this fuel. In November 2005, APS filed for a nearly 20% increase in
customer electric rates, but it appears unlikely that a resolution
will be reached until 2007, and may be delayed
to mid-2007. Combined with a year of weaker-than-expected
performance at the historically reliable Palo Verde nuclear station,
Standard & Poor's now views the business profile of PWCC and APS as
a satisfactory '6' (on a 10-point scale where 'l' is excellent) and
no longer a '5'.

APS's fuel and purchased-power cost deferrals were nearly $150
million as of Sept. 30, 2005. Because the ACC has not acted on the
utility's request to recover a portion of this amount in a
surcharge, this entire balance, and any new additions through Dec.
"31 will be carried into 2006. Standard & Poor's estimates that the
utility may incur an additional $265 million in deferral balances by
year-end 2006. Actual balances will be a function of how the ACC
addresses existing amounts, as well as forward market prices and the
company's hedged positions. To date, APS has hedged about 85% of its
purchased power and natural gas fuel price risk
for its retail load in 2006 and 65% in 2007.

A surcharge proceeding that would resolve $80 million of the
utility's current deferrals has been before the commission for five
months. The surcharge process was mandated by the ACC as part of the
settlement of APS's 2003 rate case that it approved in March 2005.
APS is required to notify the ACC when its fuel and purchased-power
deferrals reach $50 million and to file a plan for recovery before
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deferrals exceed $100 million. In July 2005, the utility filed an
application to recover about $100 million through a two-year
surcharge, but reduced it to $80 million to exclude Palo Verde
outage related costs, which will be addressed in a later proceeding.
If approved, residential rates would increase about 1.6%.

Since the fall of 2005, Standard & Poor's has conditioned a
stable outlock on the satisfactory resolution of this portion of
deferrals before year—-end. Yet, because of the sustained increase in
deferrals, even if the surcharge is implemented, it will likely
resolve only about one-half of the company's expected deferred
balances at year-end 2005.

Beyond the surcharge, additional 2005 deferred balances can be
addressed through an adjustment to the company's power supply
adjuster (PSA). However, the PSA has several limitations. It allows
APS to collect 90% of the difference between actual fuel, purchased
power, and assoclated hedging costs and those reflected in retail
rates. But as per the
settlement, APS may not be granted an adjustment before April 2006.
Until then the PSA is set at zero. This is problematic because
retail rates reflect fuel and purchased-power costs based on 2003
costs when the price of natural gas averaged about $5.50 per million
BTU. In addition to a certain wait of four months for PSA
adjustments to be authorized, upward adjustments are capped at 4
mils per kilowatt-hours for the life of the mechanism. As a result,
all or nearly all of the PSA capacity is likely to be absorbed in
APS's first PSA filing, and the utility is expected to end
the summer of 2006 needing another surcharge to address additional
balances that will accumulate. Thus, any rate relief granted for
remaining 2005 deferrals will not completely resolve the issue
because the onset of
the utility's summer cooling season in late April will contribute
additional amounts to deferred balances.

APS's new general rate case request totals $409.1 million
(13.9%) increase in annual revenues. About $247 million of the
request is related to increased fuel and purchased-power costs.
Recent public statements by
the ACC suggest spring 2007 may be the earliest a decision could be
expected. APS's last rate case took nearly 23 months to conclude,
and there is therefore substantial uncertainty as to when the case
will be completed.

An additional factor contributing to PWCC's weakened business
profile is the performance of the Palo Verde nuclear units in 2005.
The three-unit facility typically supplies 25% to 30% of the
utility's energy reguirements. In 2005, the combined capacity factor
for the three units is expected to be about 78%, against the
company's forecast of 86%. While some of the deterioration reflects
the expected increase in Unit 1's refueling outage to 75 days from
33 days, enabling the replacement of the unit's steam turbine
generators, the units have been beset by a series of operational
problems, which include an overhang of issues first raised by the
NRC in 2004. Specifically, in the summer of 2004, the company
identified piping in a portion of the emergency cooling system that
was dry, a situation that the NRC flagged as "yellow,"™ the second-
most serious of four categories of violations.

The yellow flag triggered onsite NRC inspections in the fall of
2005. On Oct. 11, 2005, Units 2 and 3 were taken off line after NRC
officials posed questions as to how the emergency cooling systems
might operate under a range of hypothetical scenarios. The plants
were brought back into service 10 days later, after the company
successfully demonstrated that the cooling systems would operate as
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designed. An NRC inspection report related to the cooling system
issues.is expected in December 2005. Other cperational problems have
also occurred. In the spring of 2005, problems with the pressurizer
heating elements in Unit 3 resulted in the extension of a planned
10-day outage to 32 days. In September, APS announced that
day-to-day management of Palo Verde has been reorganized.

PWCC's consolidated cash coverage metrics are expected to be
largely in line with 2004 results, which were very weak due to APS's
delayed rate relief. For the 12 months ending Sept. 30, adjusted
funds from operations {(FFO) to interest coverage was 3.3x, identical
to coverage at the end of 2004. The 12-month adjusted FFO to total
debt was 14.8%, and reflects about 580 million in cash flows from
Suncor assets sales that will not be realized in 2006 at this level.
Future cash flow metrics will depend significantly on the ACC's
actions, but are generally not expected to display any significant
improvement through 2006 due to a continued build up of deferrals.
Performance in 2007 will be heavily predicated on how long it takes
for the ACC to rule on the company's base rate increase. Due
in large part to PWCC's April 2005 issuance of $250 million in
common stock, adjusted debt to total capitalization remains solid at
53%. However, borrowing requirements could rise in 2006 to fund
APS's additional power and fuel costs deferrals and to invest in
capital expenditures.

Short-term credit factors

PWCC's short-term rating is ‘A-3'. The rating is supported by the
preponderance of cash flows being produced by APS, a vertically
integrated electric utility. Because of APS's sizable commercial
paper program, near-term liquidity should be adequate to support
cash outlays for power and fuel not recoverable in rates. And,
because APS is heading into its winter season, when demand for
electricity for space cooling drops significantly, the build-up of
its power cost deferrals should slow. APS has hedged most of its
power and gas purchases remaining in 2005, 85% of 2006 requirements,
and about 65% for 2007.

Consolidated cash and investments stood at more than $900
million as of Sept. 30, 2005. However, 5500 million was used on Oct.
3, 2005 to call Pinnacle West Energy Corp.'s (PWEC) floating-rate
notes that were due April 2007. Alsc affecting the cash and invested
position is the increased amount of collateral held under bilateral
contracts.

PWCC and APS maintain commercial paper programs. Neither
program had any balances as of Dec. 20, 2005. PWCC's program is for
$250 million and is supported by a five-year, $300 million credit
facility that expires in December 2010. The revolver allows PWCC to
use up to $100 million of the facility for letters of credit. The
revolver has no material adverse change clauses.

APS's short-term rating is also 'A-3'. The rating is supported
by the stability of cash flows from regulated operations and good
liguidity, although APS will need to continue to rely on borrowings
to fund portions of its capital expenditure program, which is
expected to be about $800 million in 2005 (and includes $190 million
for the purchase of the Sundance power plant), up significantly from
5484 million in 2004. APS maintains a $250 million commercial paper
program. APS has a five-year, $400 million revolver that expires in
December 2010 that supports its commercial paper program, and also
provides an additional $150 million for other liquidity needs,
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including $100 million for letters of credit. The supporting
facilityhas no material adverse change clauses. Consolidated
maturities are modest and consist of $384 million in 2006, of which
$300 million is a note at the parent, which is due in April.
Currently, there are virtually no obligations due in 2007, as PWEC
called at par in early October some $500 million in notes that it
issued in April 2005 to retire an intercompany loan between PWEC and
APS that was associated with the PWEC assets now owned by APS.

Outlook

The stable outlook reflects Standard & Poor's expectation that the
ACC will resolve at least a portion of APS's increasing deferred
power costs in January 2006. In addition, the outloock presumes that
progress will be made in addressing APS' general rate case and that
any outcome will support the return of consolidated financial
metrics to what until 2004 was a reasonable performance. The stable
outlook is also dependent on improved 2006 performance at Palo
Verde. Any adverse regulatory development or continued delays in
resolving the pending surcharge reguest could result in a downward
revision of the outlook or an adverse rating action. Because no
meaningful improvement in the consolidated financial

profile is expected in the near term, the potential for positive
rating changes does not currently exist.

Ratings List

Ratings Lowered

Pinnacle West Capital Corp. To From
Corp credit rating BBB-/Stable/A-3 BBB/Stable/A~2
Senior unsecured debt BB+ BBB-~
Commercial paper A-3 R-2

Arizona Public Service Co.

Corp credit rating BBB-/Stable/A-3 BBB/Stable/A-2
Senior unsecured debt BEB- BBB
Commercial paper A-3 A-2

Complete ratings information is available to subscribers of
RatingsDirect,

Standard & Poor's Web-based credit analysis system, at
www.ratingsdirect.com. All ratings affected by this rating action
can be found on Standard & Poor's public Web site at

www. standardandpoors.com; under Credit Ratings in the left
navigation bar, select Find a Rating, then Credit Ratings Seaxch.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the
result of separate activities designed to preserve the independence and objectivity of ratings
opinicns. The credit ratings and observations contained herein are solely statements of opinion
and not statements of fact or recommendations to purchase, hold, or sell any securities or make
any other investment decisions. Accordingly, any user of the information contained herein
should not rely on any credit rating or other opinion contained herein in making any investment
decision. Ratings are based on information received by Ratings Services. Other divisions of
Standard & Poor's may have information that is not available to Ratings Services. Standard &
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Poor's has established policies and procedures to maintain the confidentiality of non-public
information received during the ratings process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid
either by the issuers of such securities or third parties participating in marketing the securities.
While Standard & Poor's reserves the right to disseminate the rating, it receives no payment for
doing so, except for subscriptions to its publications. Additional information about our ratings
fees is available at www.standardandpoors.com/usratingsfees.

pageone | my account | criteria | contact us | help | log out

Copyright © 1994-2006 Standard & Poor’s, a division of The McGraw-Hill Companies. All Rights Reserved. Privacy Notice
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RESEARCH

Research Update: APS, PWCC's 'BBB-' Corporate Credit Ratings
Affirmed On ACC Vote But Challenges Continue '

Publication date: 26-Jan-2006

Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5008;
anne_selting@standardandpoors.com

Credit
Rating: BBB-/Stable/A-3

Rationale

Standard & Poor's Ratings Services affirmed its 'BBB-' corporate credit ratings on
Arizona Public Service (APS) and its parent, Pinnacle West Capital Corp. (PWCC),
following the generally constructive decisions made by the Arizona Corporation
Commission (ACC) on Jan. 25. The commission lifted a cap that limited APS' opportunity
to recover fuel and purchased power costs and modestly advanced the collection of
deferred costs that
APS was incurring under the terms of its power supply adjuster (PSA).However, the ACC
also restricted APS' ability to file for a surcharge,which raises certain credit
concerns. The outlook is stable.The ACC vote to remove the $776 million cap on annual
fuel and purchased power costs is favorable because it allows APS to defer any costs
that exceed this level, which is in fact expected to occur in late 2006. APS' current
deferral level is about $170 million, which will likely increase by approximately $250
million this year. The ACC adopted an amendment to advance the commencement of recovery
of these costs by two months to Feb. 1 from April 1. While the impact is small,
providing APS only about $14 million of incremental recovery in 2006, the vote is an
important indicator that the ACC acknowledges that timely action is necessary to limit
cash flow pressure on the company. (Note: As a result of staff and company testimony,
some of the numbers Standard & Poor's cited in its Jan. 25 credit FAQ have been updated
here.)

However, the ACC also voted to prohibit APS from requesting
surcharges before the annual PSA adjustor is implemented. Heretofore, Standard & Poor's
understood that APS would be permitted to file for surcharge relief any time that
deferrals reached $100 million, as appeared to be implied by the settlement in its last
rate case, as amended by the ACC in March 2005. With respect to the $170 million of
deferrals that have accumulated as of year-end 2005, the recently enacted PSA adjuster
will generate only about $111 million over the next 12 months. The remaining $59 million
will be addressed through a surcharge filing, which may be made only after Feb. 1, but
for which the collection timeline and approval
date are uncertain.

While a technicality, the surcharge vote removes potentially critical flexibility
for timely recovery of prudently incurred fuel and purchased power costs. The PSA has a
very narrow 4 mill per kilowatt-hour lifetime cap, and the ACC is not bound to act on a
surcharge filing by any specific date. As a result, the ACC's decision could cause
uncertainty over the timing and disposition of future, expected deferrals.
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Standard & Poor's current expectation is that high fuel and purchased power costs
will result in a 2006 deferral problem that is larger than that of 2005. The ACC's
vote to limit the flexibility of the timing of the surcharge elevates the importance
of APS' request for $299 million in interim emergency rate relief, which is expected
to be ruled on in April. That is; a limited PSA with a backstop surcharge that can be
filed according to a specified timeline places incremental pressure on other processes
that could support credit quality through 2006, especially when permanent rate relief
via a general rate case ruling is not expected to occur within the next year.

Much of these issues stem from the very weak PSA, which is triggered based on a date
and not on a threshold level of deferrals and which limits any adjustment to a narrow
cap. This structure transfers any deferred balances to a surcharge process. In turn, the
surcharge process is open-ended, with no concrete timeline for resolution. At the same
time, APS has a significant reliance on natural gas. And this dependence is expected to
grow in the coming years. Given the volatility of this fuel and expectations that at
least in the near-term prices will remain high relative to historic levels—-certainly
relative to 2003 levels on which current retail rates are based--a critical underpinning
of credit guality is the timing of recovery. This emphasis is particularly important in
Arizona, where there is little precedent to support the conclusion that general rate cases
processed quickly.

However, despite the emphasis that Standard & Poor's places on power supply
adjustment mechanisms, it is possible that if the ACC establishes a track record of
being supportive and timely toward emergency rate relief requests, that this wvehicle
could compensate for the current limitations of APS' PSA.

QOutlook

The stable outlook is premised on the ACC providing sustained requlatory support that
adequately addresses building deferrals. Negative rating actions could result if
regulatory support does not continue, or if market forces or operational issues lead to
significant increases in the expected 2006 deferral level.

Ratings List

Pinnacle West Capital Corp.

Corp credit rating BBB-/Stable/A-3
Senior unsecured debt BB+

Commercial paper A-3

Arizona Public Service Co.

Corp credit rating BBB~/Stable/A~3
Senior unsecured debt BBB-

PVNGS II funding Corp Inc. BBB-

Commercial paper A-3

Complete ratings information is available to subscribers of RatingsDirect, Standard & Poo:
Web-based credit analysis system, at www.ratingsdirect.com. All ratings affected by this
rating action can be found on Standard & Poor's public Web site at www.standardandpoors.cc
under Credit Ratings in the left navigation bar, select Find a Rating,

then Credit Ratings Search.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations
contained herein are solely statements of opinion and not statements of fact or recommendations to purchase, hoid, or
sell any securities or make any other investment decisions. Accordingly, any user of the information contained herein
should not rely on any credit rating or other opinion contained herein in making any investment decision. Ratings are
based on information received by Ratings Services. Other divisions of Standard & Poor's may have information that is
not available to Ratings Services. Standard & Poor's has established policies and procedures to maintain the
confidentiality of non-public information received during the ratings process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such
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securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right to
disseminate the rating, it receives no payment for doing so, except for subscriptions to its publications. Additional
information about our ratings fees is available at www.standardandpoors.com/usratingsfees.

pageone | my account | criteria | contact us | help | log out
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Global Credit Research
Rating Action
10 JAN 2006

Rating Action: Arizona Public Service Company

MOODY'S PLACES THE DEBT RATINGS OF PINNACLE WEST (SR. UNS.
Baa2) AND ARIZONA PUBLIC SERVICE CO. (SR. UNS. Baal) UNDER
REVIEW FOR DOWNGRADE

Approximately $3.5 Billion of Debt Securities Affected

New York, January 10, 2006 -- Moody's Investors Service placed the long-term ratings of Pinnacle
West Capital Corporation (Pinnacle: Baa2, senior unsecured) and its subsidiaries Arizona Public Service
Company (APS: Baal, senior unsecured) and PVNGS II Funding Corp. Inc. (PVNGS II: Baal, senior
secured lease obligation bonds) under review for possible downgrade. Pinnacle's Prime-2 short term
rating for commercial paper rating was also placed under review for possible downgrade. There are
currently no commercial paper borrowings outstanding for Pinnacle. The Prime-2 and VMIG-2 short-
term ratings for APS have been affirmed.

The rating review follows a recommendation of an Arizona administrative law judge that APS's
application for a special rate surcharge be denied. The review is prompted by deterioration in the
company's current and projected financial metrics as a result of increased fuel and purchased power
costs that the company has not been able to recover on a timely basis.

The review will focus on the outcomes of the various rate requests that APS has filed or is expected to
file with Arizona Corporation Commission (ACC). Due to the substantial increase in market prices of
fuel and electricity, APS is experiencing sharp cost increases. The magnitude of rate increases needed
to cover these costs is sufficiently large to be likely to trigger regulatory and ratepayer resistance. In
this context the recommendation by the administrative law judge does not bode well for full and timely
recovery of increased costs. Moody's now expects 2006 resulfs to be significantly weaker than
previously projected. We previously expected that the 2006 ratio of APS's and Pinnacle's funds from
operations (FFO) to adjusted total debt (incorporating Moody's standard analytic adjustments) would
both be in the upper teens on a percentage basis. We now estimate that 2006 results will produce
ratios that are several percentage points lower, and that results will continue to be somewhat weaker
beyond 2006 unless there are sufficient rate increases including recovery of fuel and purchased power
deferrals or a substantial decline in market prices for fuel and wholesale power.

There remains a significant amount of uncertainty surrounding the ultimate amount of cash that APS
and Pinnacle will generate in 2006. APS and Pinnacle's financial strength are highly dependent upon
timely implementation of cost recovery mechanisms. As part of its final 2005 rate order, the ACC
approved a mechanism for the deferral of fuel and purchased power costs with the annual adjustor to
begin in April 2006 (the PSA adjustment mechanism). The ACC also approved a mechanism for a
special surcharge should the deferral balance become too large. Last week, an administrative law
judge (AL}) recommended denial of APS's request to implement the special surcharge of approximately
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2% even though the ACC staff and a major consumer group agreed to its implementation shortly after
the request was made in July 2005. In addition to its pending application for the special surcharge,
APS wili file for an increase of approximately 5% in the near future via the PSA adjustment mechanism
to recover remaining increased costs incurred in 2005. APS also just filed a separate request for an
emergency interim rate increase of approximately 14% to start recovery of higher 2006 fuel and
purchased power costs beginning April 1, 2006. The emergency filing also seeks removal of the current
$776.2 million annual cap on recovery of fuel and purchased power costs as approved by the ACC in
2005.

Beyond 2006, supportive regulatory treatment remains key to the company's ability to maintain
financial strength in light of significant needs for capital investment to serve a growing service
territory. In November 2005, APS filed a general rate case reguesting an approximate 20% increase to
rates beginning in 2007. (The recent emergency filing represents the fuel component of the general
rate case.) A procedural schedule has yet to be set for this case, and it is possible based on recent
experience that the case could take longer than expected, and result in a rate increase that is lower
than requested.

An assessment of likely regulatory outcomes will be a significant factor in concluding the review for
downgrade. The ratings of APS and Pinnacle are likely to be downgraded unless there are clear
signals that APS will receive timely and full recovery of its increased costs such that we would expect
their credit metrics to return to levels commensurate with those of similarly rated utility companies.
For example, we currently expect FFQ/debt to be several percentage points lower than comparably
rated peer companies. The affirmation of APS’s short term ratings reflects the likelihood that the
rating review will not result in a downgrade of its long-term rating by more than one notch unless
there are significant operational issues or the regulatory outcome appears to be worse than
anticipated with regard to requested rate adjustments.

Ratings placed under review for possible downgrade include:
Pinnacle West Capital Corporation:
- Issuer Rating, senior unsecured debt and syndicated bank credit facility; BaaZ2,

- Shelf registration for the issuance of senior and subordinate debt securities and preferred stock;
(P)Baaz2, (P)Baa3, and (P)Bal respectively,

- Short term rating for commercial paper; Prime-2.
Arizona Public Service Company:
- Issuer Rating, senior unsecured debt and syndicated bank credit facility; Baal,

- Shelf registration for the issuance of senior or subordinate debt securities; (P)Baal and (P)Baa2
respectively.

PVNGS II Funding Corpv., Inc.
- Senior secured lease obligation bonds; Baal.
Ratings affirmed include:
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Arizona Public Service Company - Short term ratings; Prime-2 and VMIG-2.

Headquartered in Phoenix Arizona, Pinnacle West Capital Corporation provides electric service to a
substantial portion of the state of Arizona, sells energy-related products and services, and develops
residential, commercial and industrial real estate. Pinnacle conducts its business through subsidiaries.
Wholly owned subsidiary Arizona Public Service Company is its principal subsidiary.

New York

Daniel Gates

Managing Director

Corporate Finance Group
Moody's Investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653New York
Laura Schumacher

Vice President - Senior Analyst
Corporate Finance Group
Moody's Investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

© Copyright 2006, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc.
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Fitch Lowers PNW & APS' Sr. Unsecured Ratings to 'BBB-' & 'BBB’, Respectively; Outlook Stable Ratings
30 Jan 2006 4:23 PM (EST)

Fitch Ratings-New York-30 January 2006: Fitch Ratings has lowered Pinnacle West Capital's (PNW) long- and
short-term ratings. At the same time, Fitch has lowered Arizona Public Service Company's (APS) long-term
ratings, while affirming its commercial paper rating. The securities of PNW and APS have been removed from
Rating Watch Negative, where they were placed Jan. 6, 2006. The Rating Outlook is Stable. The following
actions are effective immediately:

Pinnacle West Capital:

--Issuer default rating (IDR) downgraded to 'BBB-' from 'BBB';
--Senior unsecured debt downgraded to 'BBB-' from 'BBB';
--Commercial Paper downgraded to 'F3' from 'F2'.

The Rating Outlook is Stable.
Arizona Public Service Co.

--IDR downgraded to 'BBB-' from 'BBB';
--Senior unsecured debt downgraded to 'BBB' from 'BBB+';
--Commercial Paper affirmed at 'F2'.

The Rating Outlook is Stable.
Approximately $3.8 billion of debt is affected by the rating actions.

The rating actions and Stable Rating Outlook reflect the resolution of APS' power supply adjustor (PSA)
proceedings by the Arizona Corporation Commission (ACC) and the utility's significant exposure to high and
rising natural gas commodity costs. The commodity exposure is a function of a generating capacity mix, about
half of which is natural gas fired, and rapid service territory load growth, which is likely to be met
predominantly by natural gas-fired resources. The revised ratings also consider the operational risk and asset
concentration of the Palo Verde nuclear plant. The facility has experienced intermittent operating problems over
the past year and a sustained, unscheduled outage at the plant could lead to further negative rating actions.

The ACC decision in the PSA proceedings, issued on Jan. 25, 2006, has positive and negative implications for
PNW and APS' creditworthiness. The commission's decision to accelerate the effective date of the PSA rate to
Feb. 1 from April 1, along with the removal of the $776 million annual power supply cost limit, were
constructive developments in Fitch's view. However, the ACC bench order rejecting APS's $80 million
surcharge request on procedural grounds and restriction of PSA adjustments to an annual reset is less favorable
than Fitch had anticipated in its previous ratings and is a significant source of concern for PNW and APS fixed-
income investors. The fact that there is no vehicle within the PSA protocol to recover supply costs more
frequently than annually during periods of sustained high and rising energy costs subjects APS to significant
cash flow volatility and working capital requirements. Such costs would be exacerbated in a meaningful way by
an extended outage of a base load nuclear- or coal-fired generating facility during periods of peak demand. The
only option to recover fuel and purchase power costs above amounts determined annually in the PSA would be
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an emergency rate filing, in which the timing and amount of rate relief would be uncertain.

It is Fitch's understanding that energy cost deferrals in a particular year of up to four mills per kilowatt hour
(approximately $110 million-$115 million on an annual run rate) will be recovered through an annual PSA rate
adjustment that will recover those costs over the following 12 months. The surcharge is expected to facilitate
recovery of costs in excess of the four mills per kilowatt hour limit over a time horizon to be determined by the
commission.

Contact: Philip Smyth, CFA +1-212-908-0531 or Robert Hornick +1-212-908-0523, New York.
Media Relations: Brian Bertsch, New York, Tel: +1 212-908-0549.

Fitch's rating definitions and the terms of use of such ratings are available on the agency's public site,

'‘www fitchratings.com'. Published ratings, criteria and methodologies are available from this site, at all times.
Fitch's code of conduct, confidentiality, conflicts of interest, affiliate firewall, compliance and other relevant
policies and procedures are also available from the 'Code of Conduct' section of this site.
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RESEARCH

Summary: Arizona Public Service Co.

Publication date: 24-Jun-2005

Primary Credit Analyst:  Anne Selting, San Francisco (1) 415-371-5009;
mailto:anne selting@standardandpoors.com

Credit
Rating: BBB/Stable/A-2

Rationale

Arizona Public Service Co. (APS) is a wholly owned subsidiary of Pinnacle West Capital
Corp. (PWCC), and by far the most important company within the PWCC family. The ratings
on APS and PWCC are based on the consolidated credit assessment method, resulting in
the same corporate credit rating for the holding company and APS.

APS' business profile is satisfactory, a '5' on Standard & Poor's Ratings Services' 10-point
scale (where '1' is excellent). Strengths specific to the utility include a Phoenix service
territory that is the second-fastest growing region in the U.S. (behind Las Vegas), a
diversified power supply portfolio, and the recent approval by the Arizona Corporation
Commission (ACC) of a settlement in APS' rate case, which, through a 4.21% increase in
retail rates and the addition of a fuel and purchased power costs adjuster, should modestly
shore up a financial performance that has been weakening over the past several years.

APS' near-term challenges are largely related to regulatory lag. Timely recovery of costs
incurred in the rate base will remain challenging for the utility, despite the recent completion
of a major rate case. APS filed its recently completed rate case in June 2003, and the
process that culminated in the settlement allowed a modest rate increase that took effect in
April 2005, nearly two years later. Because these rates are based on a December 2002 test
year, the utility will need to file a new rate case soon to reflect its significant capital
expenditures and to keep current on its generation costs that are gradually becoming more
concentrated in natural gas. While the fuel and purchased power adjuster is expected to
provide some rate relief to the utility, the adjuster is capped at a level that will likely need to
be revisited well before its expiration in five years. And, because load growth in APS' service
territory is projected to grow about 4% per year over the next five years, APS will still need an
additional 1,200 MW by the summer of 2007 to fill the gap between power supply and
demand. APS recently issued a request for proposals to meet 1,000 MW of this demand.

PWCC's business profile of '5' reflects the most significant benefit of the APS settlement,
which is the authorization that the utility received from the ACC to rate-base 1,790 MW of
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generation that is currently owned by Pinnacle West Energy Corp (PWEC), PWCC's non-
regulated wholesale generation subsidiary. The transfer received Federal Energy Regulatory
Commission (FERC) approval on June 15, 2005, and should be completed by August 2005.
PWCC announced June 21, 2005, that it has reached an agreement to sell its 425 MW
interest in Silverhawk to Nevada Power Co. (NPC; B+/Negative/NR) for $208 million. PWCC
expects it will recognize an after-tax loss of about $55 million with the sale. The elimination of
merchant operations from PWCC's consolidated operations, combined with the scaling back
of activities of its three other unregulated subsidiaries--SunCor, El Dorado, and APS Energy
Services~has improved consolidated business risks and should help to achieve improved
financial metrics, which have been weakening since 2002 as a function of APS' need for rate
adjustments and PWEC's merchant operations. '

Consolidated financial metrics remained largely in line with the rating, but in part due to a
change in how Standard & Poor's approaches operating leases (see Standard & Poor's
article, "Corporate Ratings Criteria--Operating Lease Analytics," published June 9, 2005, on
RatingsDirect, Standard & Poor's Web-based credit analysis system, at
www.ratingsdirect.com), 2004 consolidated adjusted funds from operations to total debt
(FFO/TD) was weak at 14.1%. Additionally, due to the fact that APS retail rates were not
increased until April 1, first-quarter FFO/TD metrics remain below benchmarks. Aiso
negatively impacting FFO is an anticipated tax assessment of approximately $100 million that
is expected to be paid within the next year. The company's forecast expects 2005 metrics to
stabilize, with expectations that FFO/TD will be approximately 17%. The cumulative impact of
PWCC's $250 million in equity issued in May, the realization of higher utility revenues
through the rate increase, and the receipt of proceeds from the sale of Silverhawk, if
completed, should help to achieve this expectation. However, the need for continued timely
processing of APS' rate applications and reasonable rate relief will be critical to producing
consolidated long-term financial health.

Short-term credit factors

PWCC's short-term rating is '‘A-2". The rating is supported by the consolidated corporate
credit rating, the fact that the preponderance of cash flows are produced by APS, a vertically
integrated electric utility, and the expectations for diminished capital and liquidity
requirements at PWEC. As of March 31, 2005, PWCC's liquidity was ample, with
consolidated cash and cash equivalents at about $250 million. This very strong cash position
is due largely to APS' issuance of $300 miltion in notes in June 2004 in order to pre-finance
about $400 million in utility obligations due in January and August 2005.

Both PWCC and APS maintain CP programs. Neither program had any CP balances as of
March 31, 2005. PWCC's program is for $250 million and is supported by a three-year, $300
million credit facility that PWCC put into place in October 2004. The revolver allows PWCC to
use up to $100 million of the facility for letters of credit. The revolver has no material adverse
change clauses pertaining to outstanding CP balances.

APS' shori-term rating is also 'A-2'. The rating is supported by the stability of cash flows from
regulated operations and good liquidity, although APS will need to continue to rely on
borrowings to fund portions of its capital expenditure program, which is expected to be $770
million in 2005 (which includes $190 million for the purchase of the Sundance power plant},
up significantly from $484 million in 2004. APS maintains a $250 million CP program. in May
2004, APS renegotiated its revolver and increased the size to $325 million. Also a three-year
term, the facility supports the utility's CP program and provides an additional $75 million for
other liquidity needs, including letters of credit. The supporting facility has no material
adverse change clauses pertaining to outstanding CP balances.
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Outlook

The stable outlook reflects Standard & Poor's expectation that PWCC will continue to focus
on the regulated operations of APS, which is projected to contribute more than 85% of its
funds from operations in 2005. The failure of PWCC or APS to meet expected financial
results in 2005 and 2006, particularly in light of the weakening in consolidated and utility
credit metrics in 2004, could lead to a downward revision of the outlook or a ratings change.
Downward pressure on the ratings will occur if APS incurs significant power or fuel cost
deferrals in excess of the fuel and purchased power adjuster’s limitations. Any positive rating
action is unlikely in the near term given the financial metrics and the longer-term risks that
the limitations placed on APS' power supply adjuster present.
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Pinnacle West Capital Corporation

CREDIT STRENGTHS:

*  Strong cash flows generated by udlity subsidiary Arizona Public Service Company

¢ Growth rates within APS% service territory are above the national average

¢ Demonstrated intent to maintain reasonable leverage

* Renewed focus on core regulated operations

¢ Accelerated asset sales program at real estate subsidiary, Suncor, is expected to enhance cash flow through 2005

*  Management has been able to effectively manage the relatively unpredictable and challenging regulatory environ-
ment in Arizona

CREDIT CHALLENGES:

*  Pinnacle’s cash flows are highly dependent upon dividends from APS

¢ Challenging state regulatory environment in Arizona

¢ Uncertain future for competition in Arizona

¢ Increasing capital expenditure requirements due to above average growth in APS’s service territory

Credit Strengths

NEOTERTS RO L L VI . . e RN - v . EE Lo (SRR

STRONG CASH FLOWS GENERATED BY UTILITY SUBSIDIARY ARIZONA PUBLIC SERVICE COMPANY

Pinnacle West Capital Corporation (Pinnacle: Baa2 senior unsecured, stable outlook) derives the vast majority of its
earnings and cash flow from its regulated utlity subsidiary, Arizona Public Service Company (APS: Baal senior unse-
cured, stable outlook). In 2004, APS contributed over 80% of Pinnacle’s consolidated funds from operations (FFO).
After the 2005 completion of an accelerated asset sales program at Suncor, Pinnacle’s real estate subsidiary, APS is pro-
jected to contribute over 95% of Pinnacle’s cash flow.
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Arizona Public

Pinnacle West _ Service Company
($ millions) 2001 2002 2003 2004° 2001 2002 2003 2004*
Revenues 2,635 2,405 2,760 2,900 2,352 1,936 2,105 2,197
Total Assets : 8,529 9,139 9,518 9,897 6.815 7122 7.723 8099
FFO 554 828 920 543 571 765 652 421
FFO/ Adj. Debt 15.0% 22.3% 23.9% 14.7% 20.8% 28.5% 21.3% 13.4%
RCF/ Adj. Debt 11.5% 18.6% 19.8% 10.2% 14.7% 22.2% 15.7% 8.0%
FFO + Adj. Interest/Adj. Interest 3.57 4.80 5.00 3.46 4.63 5.81 4.81 3.44
Adj. Debt/Adj. Capitalization 58.6% 58.0% 57.6% 55.6% 55.9% 55.4% 58.2% 58.7%
*FFO in 2004 includes the imbad of reclassification of a deferred tax liability to current liabilities. Debt is adjusted to refiect operating leases. Adjusted interest
includes adjustment made for operating leases, Adjusted capitalization reflects the adjusted debt.

In 2004, and continuing into 2005, funds from operations were negatively effected by delayed rate action at APS.
As a result of the uldmate conclusion of APS’s rate case in March, combined with Pinnacle’s recent equity offering and
potential sale of its Silverhawk generating facility, we expect that there will be an improvement in credit metrics over
the near to medium term. By 2006, the rato of adjusted funds from operatons (FFO) to total adjusted debt is pro-
jected to be about 20% for APS. Pinnacle’s FFO as a percentage of total adjusted debt is projected to be about 18% in
2006.

GROWTH RATES WITHIN APS’S SERVICE TERRITORY ARE ABOVE THE NATIONAL AVERAGE

Much of the stable and robust cash flow at APS can be attributed to the economic strength of its service territory.
APS’s customer growth has been a primary driver of the utility’s growth in earnings with customer growth averaging
3.7% in 2004, a pace three times the natonal average. APS currently projects customer growth will average about
3.8% per year from 2005 to 2007.

DEMONSTRATED INTENT TO MAINTAIN REASONABLE LEVERAGE

Pinnacle management has demonstrated its commitment to maintaining a reasonably strong balance sheet as it seeks
growth in its core Arizona utlity systems. In April, Pinnacle raised approximately $250 million via an equity offering
and also announced its intenton to generate approximately $200 million from the sale of its ownership interest in the
Silverhawk generating facility in Nevada. The cash proceeds of both Pinnacle’s equity offering and its Silverhawk
divesdture will be injected as equity into APS to fund a portion of its increasing capital expenditures, including the
purchase of the Sundance Generating Station (Sundance).

RENEWED FOCUS ON CORE REGULATED OPERATIONS

Pinnacle has reduced its business risk with its renewed focus on the company’s core utlity business. APS, Pinnacle’s
regulated Arizona electric utility subsidiary, comprises the bulk of Pinnacle’s total operations. Cash and earnings con-
tributons from Pinnacle’s other subsidiarjes are projected to continue to decline. Pinnacle’s other subsidiaries include:
1) Pinnacle West Energy Company (PWEC: unregulated generation operations), the Arizona generating assets of
Pinnacle West Energy Company (PWEC) are expected to be transferred to APS upon receipt of FERC approvals and
PWEC’ remaining ownership interest in the Silverhawk plant is likely to be sold; 2) SunCor Development Company
(SunCor: real estate developer), which is at the end of an accelerated asset sales program; 3) APS Energy Services
(APES: provider of energy-related products and services) these operations are not projected to contribute significant
margins in the near term; and 4) El Dorado Investment Company (El Dorado: venture capital company), during 2004
El Dorado sold its investments in NAC International Inc., a company specializing in spent nuclear fuel technology,
and the Phoenix Suns basketball team. Its goal is to prudently realize the value of its remaining investments. As of
December 31, 2004 El Dorado had assets of $23 million.

ACCELERATED ASSET SALES PROGRAM AT REAL ESTATE SUBSIDIARY, SUNCOR, IS EXPECTED TO
SIGNIFICANTY ENHANCE CASH FLOW THROUGH 2005

Suncor i5 a developer of residental, commercial, and industrial real estate projects in Arizona, Idaho, New Mexico,
and Utah. SunCor has implemented an accelerated asset sales program that is scheduled to run from 2003 through
2005, substantally enhancing Pinnacle’s cash flow over these years. During 2003 and 2004, Suncor up-streamed $108
million and $85.1 million of dividends to Pinnacle, respectively (compared to $13.4 million in 2002). SunCor expects
to generate net income of approximately $50 million and to distribute approximately $80-100 million to Pinnacle in
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MANAGEMENT HAS BEEN ABLE TO EFFECTIVELY MANAGE THE RELATIVELY UNPREDICTABLE AND
CHALLENGING REGULATORY ENVIRONMENT IN ARIZONA

The regulatory environment in Arizona has historically been somewhat challenging and unpredictable. In 1999, the
Arizona Corporation Commission (ACC) established rules moving the state toward full retail competition. In 2002,
the ACC revisited the retail competition rules and significantly revised or waived many of the requirements established
in 1999. Significant uncertainty surrounding the remaining implementation of the rules remains. Pinnacle manage-
ment has been able to manage effectively within this environment. In 2003, Pinnacle received ACC approval of a $500
million intra-company loan from APS to PWEC which was used to refinance debt incurred to fund the construction
of generating facilies at PWEC. The intra-company loan was recently repaid. Most recently the company received
ACC approval of a negotiated rate case settlement that: 1) provided for the inclusion of 1,800 MW of Arizona generat-
ing assets at PWEC in APS rate base, 2) provided an adjustment mechanism for the cost of fuel and purchased power,
and 3) allowed a 4.2% rate increase, although the injtial ACC staff recommendation had been a rate decrease.

Credit Challenges

PINNACLE’S CASH FLOWS ARE HIGHLY DEPENDENT UPON DIVIDENDS FROM APS

APS accounts for the bulk of dividends that are upstreamed to Pinnacle from its subsidiaries. In 2004, APS contributed
over 65% of the dividends Pinnacle received from its subsidiaries with SunCor contributing the remainder. After 2005,
APS will contribute nearly all of Pinnacle’s cash flow. The concentration of Pinnacle’s business activities at APS makes
Pinnacle’s performance highly sensitive to APS’s operations. Historically, APS’s regulated operations have generated
relatvely strong and predictable cash flows.

CHALLENGING STATE REGULATORY ENVIRONMENT IN ARIZONA

The regulatory environment in Arizona has historically been somewhat political, challenging and unpredictable. In
June 2003 APS filed a general rate case requesting the following : (1) a revenue increase of $175.1 million, or 9.8%
(intended to be effective July 1, 2004); (2) adjustment mechanisms for the recovery of fuel and purchased power costs;
(3) the transfer of 1,800 MW of Arizona generating assets currently owned by subsidiary Pinnacle West Energy Com-
pany (PWEC) to APS; and (4) recovery of the $234 million previously written-off by APS as part of its 1999 Settle-
ment Agreement. In August 2004 APS and most of the intervenors in the rate case reached a settlement agreement
that was submitted to the ACC for approval. On March 31, 2005 the ACC issued a final order in which most of the
provisions of the settlement agreement were adopted as proposed. The key provisions of the final order are: (1) a reve-
nue increase of approximately $75.5 million, or 4.2% (to be effective April 1, 2005); (2) a limited fuel and purchased
power adjustor clause; and (3) the transfer of PWEC Arizona power plants to APS with a bridge purchased power
agreement between APS and PWEC while the Federal Energy Regulatory Commission (FERC) approval of the asset
transfer is pending. The order provides Pinnacle and APS with regulatory clarity in the near-term. However, it fell
short of APS’% requests: the rate increase is being implemented almost a year later than expected; the approved rate
increase is less than half of the company’s original request; and fuel and purchased power recovery is capped at $776.2
million per year.

In a separate proceeding, the ACC denied APS’s request to have its purchase of the Sundance Generating Station
(Sundance) recognized as a prudent and pre-approved for inclusion in rate base. Given the growth in APS service ter-
ritory, APS will likely need to return to the ACC frequently for additional rate actons. The next rate case is likely to be
filed before the end of 2005.

UNCERTAIN FUTURE FOR COMPETITION IN ARIZONA

The status and pace of retail electric competition and electric restructuring in Arizona is uncertain, but currently seems
to be on hold as it relates to APS and Pinnacle. In 1999, it appeared Arizona would adopt retail electric competidon
when the ACC approved guidelines that provided a framework for retail competition. The ACC mandated the unbun-
dling of Pinnacle’s generation and distribution assets and sought to develop a competitive procurement process, but
Arizona’s competitive structure never fully developed. While some very limited retail competition existed in APS’s ser-
vice area in 1999 and 2000, there are currently no active retail compettors providing unbundled energy or other udlity
services to APS customers. While not imminent, the possibility remains that new competitors will enter the APS ser-
vice territory.

ATTACHMENT DEB-12

Page 3 of 8
Moody's Anglysis 3




GROWING TERRITORY REQUIRES INCREASING AMOUNTS OF CAPITAL EXPENDITURES

Pinnacle’s growing rate base will require increasing capital investment to assure the reliability and adequacy of its
transmission, distribution and generation resources. In 2004, Pinnacle’s capital expenditures totaled $598 million. For
2005, 2006 and 2007, capital expenditures are projected to be approximately $300 million, $630 million, and $710 mil-
lion, respectively. Pinnacle will fund these expenses via a combination of internal and external sources, and will likely
need to seek additional rate action in order to maintain its financial strength.

Peak demand in APS’ service territory (6,402 MW in 2004) was met with the company’s 2004 generating capacity
of 6,650 MW, of which 4,006 MW was owned, 844 MW was under long term power purchase agreements, and 1,800
MW were generating assets owned by its affiliate PWEC (which are included in rates and will be transferred to APS
after FERC approval). APS also just completed the purchase of Sundance from PPL Corporation for approximately
$190 million. Sundance will add 450 MW to APS’ generation capacity. Pinnacle expects that the Sundance purchase,
combined with about 1,000 MW of long-term peaking capacity that APS will be seeking through a compettve bid-
ding process later this year, should meet the company’ resource needs through 2007.
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Rating Action: Pinnacle West Capital Corporation

MOODY'S AFFIRMS THE DEBT RATINGS OF PINNACLE WEST (Sr.
Uns. Baa2) AND ARIZONA PUBLIC SERVICE CO. (Sr. Uns. Baal);
OUTLOOK CHANGED TO STABLE FROM NEGATIVE

Approximately $4.0 Billion of Debt Securities Affected

New York, April 27, 2005 -- Moody's Investors Service affirmed the ratings of
Pinnacle West Capital Corporation (Pinnacle: Baa2, senior unsecured) and its
subsidiaries Arizona Public Service Company (APS: Baal, senior unsecured) and
Pinnacle West Energy Corporation (PWEC: Baa2, senior unsecured), and changed the
rating outlook to stable from negative. In addition, Moody's upgraded the secured

. lease obligation bonds of PVYNGS II Funding Corp., Inc. (PVNGS II) to Baal from
Baa2. The rating outlook is stable for PVNGS II.

The revision of the rating outlock reflects the projected stabilization of cash flow
metrics at both APS and Pinnacle following a recent rate case decision at APS,
yesterday's announced equity offering at Pinnacle with expected proceeds of
approximately $250 million, and the expected sale of Pinnacle's ownership interest in
the Silverhawk generating facility. By 2006, the ratio of adjusted funds from
operations (FFO) to total adjusted debt is projected to be about 20% for APS, which
is above Moody's previous expectations. Pinnacle's FFO as a percentage of total
adjusted debt is projected to be about 18% in 2006, a level which is also above
Moody's previous expectations.

The change in outlook considers the near term rate clarity that has resulted from the
conclusion of APS' rate case in March. Although the approved rate increase was less
than half of the company's original request, the Arizona Corporation Commission
(ACC) decision allowed for a 4.2% increase in retail rates and provided for the
inclusion of 1,800 MW of PWEC held generating capacity in APS’ rate base. The
decision also incorporated an adjustment mechanism for the cost of fuel and
purchased power that is expected to positively impact cash flow beginning in 2006.

The change in outlook also reflects the company's demonstrated intent to improve its

financial strength by financing a portion of its rising capital expenditures with equity.

The proceeds of Pinnacle's equity offering will be used to fund a portion of APS’ 2005

capital expenditures, including the purchase of the Sundance plant. Proceeds of the
. expected Silverhawk sale will also be contributed as equity to APS.
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The lease obligation bonds of PVNGS II are secured by payments from APS made in
conjunction with its sale leaseback of a portion of the Palo Verde Unit 2 nuclear
facility. The upgrade reflects the critical value of the Palo Verde facility in supplying
the growing service territory of APS, and recognizes that in the unlikely event of a
distress situation, recovery for the lease bonds would likely be similar to the recovery
for senior unsecured debt of APS.

Ratings affirmed include:
Pinnacle West Capital Corporation:
- Issuer Rating, senior unsecured debt and syndicated bank credit facility; Baa2,

- Shelf registration for the issuance of senior and subordinate debt securities and
preferred stock; (P)Baa2, (P)Baa3, and (P)Bal respectively,

- Short term rating for commercial paper; Prime-2.
Arizona Public Service Company:
- Issuer Rating, senior unsecured debt and syndicated bank credit facility; Baal,

- Shelf registration for the issuance of senior or subordinate debt securities; (P)Baal
and (P)Baa2 respectively.

- Short term rating for commercial paper; Prime-2.

Pinnacle West Energy Company (rating based upon the guarantee of Pinnacle):

- Senior unsecured debt; Baa2.

Rating upgraded:

- Senior secured lease obligation bonds of PVNGS II, upgraded to Baal from Baa2.

Headquartered in Phoenix Arizona, Pinnacle West Capital Corporation provides electric
service to a substantial portion of the state of Arizona, sells energy-related products
and services, and develops residential, commercial and industrial real estate. Pinnacle
conducts its business through subsidiaries. Wholly owned subsidiary Arizona Public
Service Company is its principal subsidiary.

New York

Daniel Gates

Managing Director

Corporate Finance Group
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FitchRatings
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Global Power/North America

Arizona Public Service Co.
Subsidiary of Pinnacle West Capital Corp.

Credit Analysis
Ratings
Security Current  Previous Date
Class Rating  Rating Changed
Senior

Unsecured BBB+ BBB 5/13/88
Commesrcial

Paper F2 D-1- 6/1/00
RatingWatch.............c.ocooeoveeeini e None
Rating Outlook...........cocvmemceinrciiiiic e Stable
Analysts

Philip W. Smyth, CFA
1212 908-0531
philip.smyth@fitchratings.com

Robert Homick
1212 908-0523
robert.homick@fitchratings.com

Profile

APS, a wholly owned subsidiary of PNW, is
the largest utility in Arizona, serving
approximately 989,000 customers. In March
2005, the ACC issued a final order in APS’s
GRC, approving a $75 million rate hike based
on a 10.25% ROE.

Key Credit Strengths

e  Competitive regional electric rates.

e Attractive utility growth
demographics.

Key Credit Concerns

o  Potential deterioration in state
regulatory environment due to
upcoming 2006 election.

e High debt relative to current rating
category.

May 4, 2005

H Rating Rationale

Arizona Public Service Company’s (APS) recently affirmed credit
ratings and Stable Rating Outlook reflect the anticipated positive effect
of the Arizona Corporation Commission’s (ACC) recent order in the
utility’s general rate case (GRC). The ACC order will significantly
improve APS’s business-risk profile, reducing commodity exposure
while ameliorating potential contagion risk and rating linkage with its
corporate parent, Pinnacle West Capital Corp. (PNW, rated ‘BBB’
Rating Outlook Stable by Fitch) and PNW’s unregulated subsidiaries.
Fitch also considers the positive effects of PNW’s recently completed
common stock offering and planned exit from the merchant-generation
business. Proceeds from the common stock offering and expected sale
of the Silverhawk generating plant later this year will be used to reduce
APS debt and fund utility capital expenditures (capex). The APS
ratings and Stable Rating Outlook reflect the utility’s relatively
predictable cash flow, attractive service territory and solid earnings
and cash flow coverage ratios. Fitch also assumes a reasonable
outcome in APS’s next GRC, which is expected to be filed with the
ACC by year-end 2005.

Importantly, the ACC order authorized the transfer of 1,800 megawaits
(MW) of unregulated generating capacity owned by PNW’s wholly owned
subsidiary, Pinnacle West Energy Corp. (PWEC), to APS for inclusion in
rate base. The ACC order also approved a power supply adjustor (PSA) to
facilitate timely recovery of certain prudently incurred fuel and purchase
power costs from ratepayers and a provision prohibiting APS from
building new generation through Jan. 1, 2015. However, APS has the
ability to build new generation if wholesale power markets fail to provide
adequate supply at a reasonable cost.

The anticipated asset transfer will significantly improve the business-
risk profile of APS’s corporate parent, PNW, lowering the merchant-
generating capacity owned by PNW to approximately 425 MW from
2,215 MW. While implementation of the PSA and asset transfer will,
in the near term, reduce APS’s commodity exposure associated with its
obligation to serve utility customers as the provider of last resort, the
self-build moratorium through Jan. 1, 2015, is intended to encourage
the development of a competitive wholesale energy market in Arizona.
The moratorium is designed to shift future risk and opportunity
associated with generation development from the utility to unregulated
market participants over the longer term.

The recent payment of PWEC's $500 million secured intercompany
note to APS in anticipation of the transfer of 1,800 MW of generating
capacity from PWEC to APS eliminated one source of APS rating
linkage with PNW and PWEC. APS plans to use the proceeds from the
intercompany note to fund the PWEC asset acquisition. Federal Energy
Regulatory Commission (FERC) approval will be required to
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Arizona Electric Industry Restructuring Timeline

Date Arizona Electric Industry Restructuring Event Comment

1999 Restructuring settlement approved by the ACC. APS was ordered to fransfer its generating capacity to an
affiliate by 2002, and its rates were capped at lower
levels. APS was provided the opportunity to recover
stranded costs.

2001 Customer choice began. All customers were eiigible to select alternative providers,

September  The ACC blocked the transfer of APS’s generation to

2002 PWEC.

March 2003 The ACC ordered APS to seek competitive bids for energy

and capacity supply beginning in July 2003,

January The ACC affirmed APS's authority to build and acquire

2005 generation to meet its native load requirements.

March 2005 The ACC authorized transfer of PWEC assets to APS and
adopted a PSA and moratorium on self build through

Jan. 1, 2015.

but suppliers did not enter the Arizona market on a
significant scale, and virtually no customers migrated to
new suppliers.

In the wake of the western energy crisis of 2000-2001, the
ACC effectively halted restructuring to review its policies.

The ACC order required APS fo seek bids covering the
utility’s capacity needs in excess of existing resources
through 2006.

The ACC’s Sundance decision eliminated a source of
uncertainty regarding APS’s ability to construct and/or
acquire new generating capacity.

The ACC adopted a hybrid approach to Arizona power
markets, providing an opportunity for merchant-
generation companies to provide the next round of
generating capacity.

ACC - Arizona Corporation Commission. APS ~ Arizona Public Service Company. PWEC — Pinnacle West Energy Corp. PSA — Power supply adjustor.

include the PWEC generation assets in rate base. A
FERC order is expected later this year. If the FERC
denies transfer of the PWEC assets to APS’s rate
base, APS plans to enter into a 30-year purchase
power agreement (PPA), with PWEC with prices
reflecting cost of service as if APS had acquired the
PWEC generating plant as rate-base assets.

H Recent Developments

On March 28, 2005, the ACC, in a special open
meeting, issued a final order in APS’s GRC, adopting
a proposed settlement agreement. The ACC-approved
settlement was supported by the ACC staff, APS and
20 intervenor groups. In addition to approving the
asset transfer and adopting the PSA, the ACC order
approved a $75 million rate increase based on a
10.25% authorized return on equity (ROE). The order
approves the transfer of the PWEC generation assets
to APS for inclusion in rate base at a value of
$700 million, a 17% discount to the plant's
$848 million book value at year-end 2004. As a
result, Fitch expects APS to book a $148 million
pretax charge concomitant with the close of the
PWEC asset transfer. The order prohibits APS from
building new generating capacity through Jan. 1,
2015. However, APS has the ability to build new
generation if wholesale power markets fail to provide
adequate power supply at a reasonable cost. ACC
permission is required for APS to buy or build new
generation.

PNW’s just-completed $256 million common stock
offering and its plan to sell its last remaining

merchant-generation  asset are  constructive
developments for APS’s fixed-income investors, in
Fitch’s view. Management is in the midst of
negotiations to sell its 75% ownership interest in the
570-MW Silverhawk natural gas fired combined
cycle generating plant. This, combined with the
transfer of PWEC’s Arizona generating capacity,
would eliminate PNW’s investment in the merchant-
generation business.

Separately, the ACC, on Jan. 20, 2005, issued an
order that approved APS’s acquisition of the
Sundance power plant from a subsidiary of PPL
Corporation (PPL, rated ‘BBB’, Rating Outlook
Stable by Fitch). The ACC order also confirmed
APS’s authority to build or purchase a new
generating plant to serve its native load. APS entered
into the agreement to purchase the 450-MW
Sundance combined cycle, natural gas fired power
plant from PPL for approximately $190 million in
June 2004. APS has filed with the FERC for approval
of the proposed Sundance acquisition. An order is
expected by the end of the second quarter of 2005.

N Liquidity, Debt Structure and Capex
At Dec. 31, 2004, APS had cash and investments
totaling $231 million and no short-term debt
outstanding. APS has a $325 million revolving credit
facility in place that can be used as a backstop for the
issuance of up to $250 million of commercial paper.
The credit facility matures in May 2007. The utility’s
debt to operating cash flow, including off-balance-
sheet debt, at year-end 2004 was 4.3 times (x).

Arizona Public Service Co.
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Projected APS capex during the 2005-2007 period
are expected to peak at $772 million in 2005, falling
to $560 million and $641 million, respectively, in
2006 and 2007. Fitch expects approximately 70% of
APS’s total 2006 and 2007 capex to be invested in its
delivery business and the remainder primarily in
generation. Proceeds from the anticipated 2005 sale
of PWEC’s Silverhawk generating plant and PNW’s
recently completed common stock offering are
expected to be used by PNW to reduce debt and fund
APS’s capital program. Fitch expects APS’s 2006
and 2007 capital requirements to be fully funded by
operating cash flow.

On April 11, 2005, PWEC issued $500 million of
floating-rate notes in a private placement that are
callable in six months and mature October 2007. The
notes are guaranteed by PNW. Proceeds from the
offering were used to repay PWEC’s secured five-
year, intercompany note issued to APS in 2003. APS
will use the proceeds to acquire 1,800 MW of PWEC
generating capacity following assumed FERC
approval later this year.

B General Rate Case

APS filed its GRC in June 2003, requesting a
$175 million (9.8%) rate increase based on an 11.5%
authorized ROE. The rate filing sought to add to
APS’s rate base approximately 1,800 MW of PWEC
capacity that was built to meet APS’s load during the
utility’s competition transition period, which was
halted by the ACC in 2002 (see the following
Restructuring Issues section). The filing also
requested implementation of a fuel and purchase
power cost recovery mechanism.

APS and nearly all of the major intervenors,
including ACC staff, reached a settlement proposing
a $75 million (4.2%) rate increase based on a 10.25%
authorized ROE. Under the terms of the stipulation,
APS would acquire approximately 1,800 MW of
PWEC generating capacity for inclusion in rate base
at a value of $700 million, which would result in a
disallowance of $148 million pretax ($88 million
after tax). In addition, the stipulation provides for the
recovery of fuel and purchased power costs through
an automatic power supply adjustment mechanism
and bars APS from building new generation through
Jan. 1, 2015. On March 28, 2005, the ACC issued a
final order in APS’s GRC, adopting the proposed
settlement with some adjustments.

Outlook Rationale

APS’s Stable Rating Outlook reflects lower
commodity risk exposure and lessened concem
regarding parent linkage and potential contagion
issues. The Stable Outlook also reflects the
utility’s relatively predictable cash flow,
attractive service territory, and solid earnings and
cash flow coverage ratios.

What Could Lead to Positive Rating

Action?

e Debt reduction in excess of current
expectations.

What Could Lead to Negative Rating

Action?

e PSA termination and/or deterioration in the
regulatory environment.

In Fitch’s view, ACC approval of the settlement is a
positive event for APS’s fixed-income investors that
will significantly improve the utility’s risk profile
through the adoption of the PSA and transfer and
ultimate inclusion of the PWEC generating assets in
base rates. The asset transfer will end the utility’s
financial support for PWEC’s unregulated generation
and will ease potential parent contagion concern
through the significant reduction of PNW’s
competitive generation investment.

The ACC order also signals commission support for
secular development of a competitive wholesale
power supply market in Arizona and continued
support for passthrough of the lion’s share of power
supply costs to customers. Nonetheless, the ultimate
success of the commission’s efforts to develop a
robust wholesale market place, the structure of power
supply in the state and the utility’s role in power
procurement are expected by Fitch to evolve slowly
and remain subject to significant uncertainty.

Less constructive elements of the ACC-approved
settlement are the disaliowance of $148 million of the
book value of the PWEC generating plant, a
relatively low authorized ROE and a revenue increase
that is less than one-half of APS’s original request.

Under the terms of the ACC-approved settlement,
APS and PWEC will enter into a PPA from the
effective date of the rate increase to the actual date of
the asset transfer, which will be subject to FERC

Arizona Public Service Co.
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approval. If the FERC were to reject the APS request
to approve the fransfer of the PWEC assets, the
bridge PPA would become a 30-year PPA, with
prices reflecting cost of service as if APS had
acquired and rate based the PWEC generating plant.

B Restructuring Issues

In 2002, the ACC rescinded a major component of
APS’s 1999 electric industry restructuring settlement
agreement by eliminating the required transfer of the
utility’s regulated generation assets to an unregulated
subsidiary. The ruling created major uncertainty
regarding the structure of electricity markets in
Arizona.

Subsequently, the ACC’s January 2005 order
approving the Sundance natural gas fired generating
plant acquisition by APS confirmed the utility’s
authority to build or purchase a new generating plant
to serve its native load.

With the March 2005 ACC order in APS’s GRC, the
state has migrated to a hybrid model that relies on an
integrated utility structure while providing the
potential for development of a robust wholesale
power market to supply customer needs over time.
Importantly, the adoption of the PSA and transfer of
the PWEC assets are, in Fitch’s view, constructive
developments that enhance APS’s risk profile and
creditworthiness.

Customer choice was initiated in Arizona in 2001;
however, alternative suppliers have not been active
on a significant scale in APS’s service territory, and
virtually no customers have migrated to alternative
energy suppliers. The table on page two of this report
summarizes select events in Arizona’s electric
industry restructuring process.

Arizona Public Service Co.
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Financial Summary — Arizona Public Service Co.
($ Mil,, Fiscal Years Ended Dec. 31)

2004 2003 2002 2001

Fundamental Ratios
Operating EBIT/Interest Expense (x) 3.0 26 35 4.5
Operating EBITDA/Interest Expense (x) 53 53 6.4 7.7
Debt/Operating EBITDA (x) 35 3.4 26 2.2
Common Dividend Payout (%) 85.2 94.0 85.3 64.0
Internal Cash/Capital Expenditures (%) 106.7 142.4 109.0 93.5
Capital Expenditures/Depreciation (%) 152.6 109.5 1226 110.6
Profitability
Revenues 2,197 2,105 1,936 3,111
Net Revenues 1,434 1,402 1,465 1,570
Operating and Maintenance Expense . 540 514 496 . - 466
Operating EBITDA 779 779 862 1,004
Depreciation and Amortization Expense 337 389 400 421
Operating EBIT 443 390 462 583
Interest Expense 147 148 134 131
Net Income for Common 200 181 199 265
Operations and Maintenance Expense % of Net Revenues 37.7 36.6 338 29.7
Operating EBIT % of Net Revenues 30.8 27.8 315, 37.1
Cash Flow
Net Operating Cash Flow 718 777 705 605
Dividends (170) (170) (170) (170)
Capital Expenditures (514) (426) (490} (465)
Free Cash Flow 34 181 44 (30)
Net Other Investment Cash Flow (119) (583) 30 (57)
Net Change in Debt 92 T 402 (48) 101
Capital Structure
Short-Term Debt 451 487 4 297
Long-Term Debt 2,267 2,135 2,217 1,949

Total Debt 2,718 2,623 2,221 2,246
Preferred and Minority Equity 0 0 0 0
Common Equity 2,232 2,204 2,159 2,151

Total Capital 4,951 4,826 4,380 4,396
Total Debt/Total Capital (%) 54.9 54.3 50.7 51.1
Preferred and Minority Equity/Total Capital (%) 0.0 0.0 0.0 0.0
Common Equity/Total Capital (%) 45.1 457 493 48.9

Operating EBIT -~ Operating income plus fotal reported state and federal income tax expense. Operating EBITDA — Operating income plus total
reported state and federal income tax expense plus depreciation and amortization expense. Nofes: 1. Numbers may not add due to rounding.
2. Numbers are adjusted for interest and principal payments on transition property securitization certificates. 3. Long-term debt inciudes trust
preferred securities. Source: Financial data obtained from SNL Energy Information System, provided under license by SNL. Financial, |.C of
Charfottesville, Va.

Copynight © 2005 by Fitch, Inc., Fitch Ratings Lid. and its subsidiaries. One State Strect Plaza, NY, NY 10004,
Telephone: 1-800-753-4824, (212) 908-0500. Fax: (212) 480-4435. Reproduction or retransmission in whole or in part is probibited except by permission. All rights reserved AH of the
information contained herein is based on information obtained from issuers, other obligors, underwriters, and other sources which Fitch believes to be reliable. Fitch does not sudit or verify the
truth or 'y of any such i ion. As a result, the information in this report is provided “as is” without any representation or warranty of any kind. A Fitch rating is an opinion as fo the
creditworthiness of a security. The rating does not address the risk of loss due to risks other than credn risk, unless such risk is specnﬁca])y mmnom:d Fitch is not engaged in the offer or sale of
any security. A report providing a Fitch rating is nen.hcr a prosp nor a substitute for the infc bled, verified and p dtoi by the issuer and its agents in connection
with the sale of the securities. Ratings may be ch pended, or withd at anytime for any reason in the sole d;screnun of Fitch. Fitch does not provide investment advice of any sort.
Ratings are not a recommendation to buy, sell, or hold any security. Ratings do not comment on the adequacy of market price, the suitability of any security for a particular inveswor, or the tax-
exempt nature or taxzbility of payments made in respeci 10 any security. Fitch receives fees from issuers, insurers, guarantors, other obligors, and underwriters for rating securities. Such fees
generally vary from US$1,000 to US$750,000 (or the applicable currency equivalent) per issue. In certain cases, Fitch will rate all or a number of issues issued by a particular issuer, or insured or
guaranteed by a particular insurer or guarantor, for a single annual fee. Such fees are expected to vary from US$10,000 to US$1,500,000 (or the apphcable currency equivalent). The assignment,

publication, or dissemination of a rating by Fitch shall not constitute a consent by Fitch to use its name as an expert in ion with any filed under the United States
securities laws, the Financial Services and Markets Act of 2000 of Great Britain, or the securities Jaws of any particular jurisdiction. Due 1o the relative efficiency of electronic publishing and
distribution, Fitch research may be available to el bscribers up to three days earlier than to print subscribers.
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Research Update: Outlook On Pinnacle West Capital Corp. And APS's Ratings To Stable
On Resolution Of Rate Case

Current Ratings >>

Publication date: 01-Apr-2005

Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5009;
anne_selting@standardandpoors.com

Credit
Rating: BBB/Stable/A-2

Rationale

On April 1, 2005, Standard & Poor's Ratings Services revised the outlook
to stable from negative and affirmed the ratings on Pinnacle West Capital
Corp. (PWCC) and Arizona Public Service Co. (APS), the company's wholly
owned electric utility, reflecting the long-awaited resolution of APS'
general rate case.

The Arizona Corporation Commission (ACC) voted 4-1 on March 28, 2005
to adopt with few changes the terms of a settlement agreement negotiated
by 21 of 22 parties in August 2004 and thereby resolve many of the issues
that have challenged the consolidated credit quality of PWCC and APS.

Among the most significant benefits of the settlement is the
rate-basing of 1,790 MW of generation that is currently owned by Pinnacle
West Energy Corp (PWEC), PWCC's nonregulated wholesale generation
subsidiary. The assets will be transferred at a value of $700 million,
which represents a disallowance of approximately $148 million. As a
result, PWEC's merchant plant ownership will drop from about 2,200 MW of
nameplate capacity to about 425 MW, significantly lowering the business
risk profile of PWCC.

The transfer will require the approval of the FERC, which must assess
the extent to which APS could exert regional market power if the
rate-basing is approved. Until FERC authorization is granted, APS and PWEC
will enter into a cost-based power purchase agreement (PPA), which will be
extended to 30 years in the event that the FERC rejects APS' request. If
the rate-basing is rejected, the PPA is structured to mimic the benefits
that would otherwise accrue to PWCC and APS under rate-basing. Because
load growth in APS' service territory is projected to grow between 4%-6%
per year over the next five years, APS will still need an additional 1,200
MW by the summer of 2007 to fill the gap between power supply and demand.

The substantial reduction in PWEC's operations, combined with PWCC
management's demonstrated commitment to scale back the activities of its

ATTACHMENT DEB-15
Page 1 of 4


mailto:seltina@standardandDoors.com

three other unregulated subsidiaries--SunCor, El Dorado and APS Energy
Services--has resulted in an improved consolidated business profile score
of '5' from a '6', based on Standard & Poor's 10-point scale, where 'l’
represents the strongest profile. APS' business profile of '5' is
unchanged.

The ACC also approved a 4.21% increase in base electric rates, which
will go into effect April 1, 2005. This rate increase, along with other
measures management has taken, are expected to be sufficient to maintain
credit metrics in the 'BBB' category. However, because the rate increase
falls short of the original 9.8% rate increase sought by the utility, it
is likely that APS will need to file a new rate case in the next several
years. The.utility faces continued regulatory challenges in seeking rate
relief. The authorization of a fuel and purchased power mechanism, called
the Power Supply Adjuster (PSA), is expected to provide only modest
protection to the utility in the interim because of structural weaknesses
in its design. Specifically, base fuel and purchased power costs are set
at 2.1 cents/kilowatt-hour (kWh), a level that is low relative to APS'
projected fuel costs. While APS may request annually that the PSA be used
to collect fuel, purchased power, and hedging costs in excess of this base
rate, any authorized increases are capped at 4 mills/kWh over the life of
the PSA. APS expects it will reach the 4 mill limit in the first year. An
additional limitation exists that caps APS' total fuel costs in any
calendar year to $776 million. APS may not collect through the PSA any
expenses that exceed this amount, but instead must file a rate case with
the ACC. The 2l-month resolution of the current rate case, which APS
originally filed in June 2003, indicates that APS may not be able to rely
on rate cases to provide timely adjustments to the base fuel and power
purchase rate.

The decision does give the ACC the ability to establish an additional
surcharge for fuel and purchased power costs outside of the annual PSA
calculation. APS must notify the ACC if power and fuel cost deferrals
exceed $50 million on its balance sheet, and if deferrals rise to 3100
million, the ACC may elect to implement a surcharge in addition to the
PSA. But the requirement for the ACC to do so, and the timing of its
actions, as well as the amortization of cost recovery it would elect in
such an instance, are uncertain.

APS has hedged approximately 75% of its natural gas needs for 2005
and approximately 40% for 2006, which mitigates the exposure that the
utility will have under the PSA in the short term. However, over time, it
is likely that APS will need a stronger PSA to maintain its current credit
ratings, particularly given the expectation that over the next five years
APS' fuel mix will become heavily concentrated in natural gas.

Short-term credit factors
PWCC's liquidity is adequate, and as of March 31, 2005, PWCC's
consolidated cash and cash equivalents position was approximately
$250 million. This very strong cash position is due largely to APS'
issuance of $300 million in notes in June 2004 in order to prefinance
about $400 million in utility obligations due in January and August
2005.

Both PWCC and APS maintain CP programs. Neither program had any
CP balances as of March 31, 2005. PWCC's program is for $250 million
and is supported by a three-year, $300 million credit facility that
PWCC put into place in October 2004. The revolver allows PWCC to use
up to $100 million of the facility for letters of credit. The
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revolver has no material adverse change clauses pertaining to
outstanding CP balances.

APS maintains a $250 million CP program. In May 2004, APS
renegotiated its revolver and increased the size to $325 million.
Also a three-year term, the facility supports the utility's CP
program and provides another $75 million for other liguidity needs,
including letters of credit. The supporting facility has no material
adverse change clauses pertaining to outstanding CP balances.

The revolvers do not have any termination triggers tied to
credit downgrades, but they do have restrictive covenants, including
interest coverage and leverage tests. The agreements also have
cross~default provisions.

Outlook

The stable outlook reflects the expectation that PWCC will continue to
focus on the regulated operations of APS, which is projected to contribute
more than 85% of its funds from operations in 2005. The failure of PWCC or
APS to meet expected financial results in 2005 and 2006, particularly in
light of the weakening in consolidated and utility credit metrics in 2004,
could lead to a downward revision of the outlook or a ratings change.
Downward pressure on the ratings will occur if APS incurs significant
power or fuel cost deferrals in excess of the PSA's limitations. Any
positive rating action is unlikely in the near-term given the financial
metrics and the longer term risks that the terms of the PSA present.

Ratings List

To From

Pinnacle West Capital Corp.

Corporate credit rating BBB/Stable BBB/Negative

Senior unsecured debt BBB-~

Commercial paper BA~2
Arizona Public Service Co.

Corporate credit rating BBB/Stable BBB/Negative

Senior unsecured debt BBB

Commercial paper A~2

Complete ratings information is available to subscribers of RatingsDirect,
Standard & Poor's Web-based credit analysis system, at
www.ratingsdirect.com. All ratings affected by this rating action can be
found on Standard & Poor's public Web site at www.standardandpoors.com;
under Credit Ratings in the left navigation bar, select Find a Rating,
then Credit Ratings Search.
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Summary: Arizona Public Service Co.

Current Ratings >>

Publication date: 04-Oct-2005

Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5008;
mailto:anne ;elting@standardandQ@rs.com

Credit Rating: BBB/Stable/A-2

Rationale

Arizona Public Service Co. (APS) is a wholly owned subsidiary of Pinnacle West Capital Corp. (PWCC), and the most
significant company within the PWCC family. PWCC's satisfactory business profile (a '5' on a 10-point scale where '1' is
excellent) reflects the vertically integrated utility operations of APS and the absence of significant non-regulated
businesses within PWCC.

APS' credit strengths include a Phoenix service territory that is the second-fastest growing region in the U.S. (behind
Las Vegas), a diversified power supply portfolio, and a 4.21% increase in retail rates that began on April 1, 2005 in
conjunction with the settlement of the utility's general rate case in March 2005. This increase had been expected to
modestly shore up a financial performance that has been weakening over the past several years.

However, challenges are increasing for the utility, and performance on a 12-month roliing basis ended June 30, 2005
indicates that the utility is pressured by the rising costs of purchased power and natural gas. The addition of a fuel and
purchased power cost adjuster to retail rates has not assisted APS in timely receipt of cash because revisions occur
only in the spring of each year, with the first opportunity arising in Aprit 2006. The settlement provides for the use of a
surcharge filing to provide the utility with an interim vehicle for recovering costs if they exceed $50 milfion. As
anticipated, APS did accrue this level of deferrals over the summer. Through June 30, 2005, purchased power and fuel
costs totaled $401 million, of which $34 million was deferred. At Aug. 31, 2005, the deferred balance had increased to
$117 million. The company's estimates of total fuel and purchased power costs in 2005 are confidential, but as a basis
of comparison, in 2004 the utility spent $763 million. In July 2005, APS filed an application with the Arizona Corporatior
Commission (ACC) requesting that it be allowed to recover $100 million through a two-year surcharge that would
increase rates by about 2.2%. :

Both the pace and disposition of this proceeding will be critical to credit quality. The ACC staff and at least one
commissioner have questioned whether the utility should be allowed to collect $20 million of the $100 million requestec
the former being the amount roughly associated with Palo Verde replacement power costs during four months from Ap
through July 2005. (Since then, Units 1 and 2 suffered outages in late August.) In late September, the company
announced that to expedite an ACC decision, it would reduce its request for surcharge recovery to $80 million and
address the $20 million in deferred costs in a later proceeding. The ACC has established a schedule for the proceedin:
to address the $80 million, with hearings to begin Oct. 26, 2005.
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For fiscal 2005, the company continues to expect it will achieve resuits in line with credit metrics needed to support the
current rating. And in April 2006, the utility will be able to receive additional relief through the annual fuel and purchased
power adjustment mechanism. But upward adjustments are limited to 4 milis’/kWh over the life of the adjuster. Because
existing retail rates are based on 2003 costs, refiecting gas prices of about $5.50/MMBtu, the company expects the
entire 4 mill headroom will be utilized at the first reset. The utility is expected to file another rate case by the end of
2005, but its resolution could extend well into 2006. Thus, it is clear that timely near-term cost collection will be the key
driver of credit quality. Standard & Poor's is becoming increasingly concerned with the utility's ability to achieve this. A
relatively weak power supply adjustment mechanism, in combination with rapidly escalating and volatile gas prices, as
well as the potential for a protracted surcharge proceeding, could cause deterioration in financial performance which,
year to date, has been sub par for the rating.

Whether the company'’s consolidated targets will be met will largely be a function of APS' third-quarter resuilts. For the
12 months ending June 30, 2005, consolidated adjusted funds from operations (FFO) to total debt was 12.7%, but this
reflects a one-time deferred tax charge taken in December 2004 based on the expectation that APS may need to refund
$130 miltion at the end of 2005. Excluding the deferral, adjusted FFO/total debt is closer to 15.5%. FFO to interest
coverage was 3.0x for the 12 months ending June 30, or 3.5x when the deferred tax obligation is excluded. Adjusted
debt to total capitalization was 55.7% and benefited from PWCC's April issuance of $250 million in equity.

APS' general rate case settlement allowed for the rate-basing of 1,790 MW of Arizona generation formerly owned by
Pinnacle West Energy Corp (PWEC), PWCC's merchant generation subsidiary. In July 2005, PWEC transferred this
generation capacity, through five plants, to APS. PWCC has aiso announced that it plans to sell its remaining 75%
interest in Silverhawk, a 570 MW plant near Las Vegas, Nev., to Nevada Power (NPC; B+/Positive/NR) for $208 million.
If Nevada regulators approve the sale, the transaction should be completed by the end of 2005 and mark the complete
wind-down of PWEC operations. Consolidated credit benefited from the transfer by reducing merchant exposure in
providing APS with needed supply to meet its growing loads.

Short-term credit factors

PWCC's short-term rating is ‘A-2'. The rating is supported by the fact that the preponderance of cash flows is produced
by APS, a vertically integrated electric utility. Near-term liquidity is adequate to support power purchase expenses that
exceed rates. Because APS is heading into its shoulder season, when demand for electricity for space cooling drops
significantly, the build-up of its power cost deferrals should slow. APS has hedged nearly all of its power and gas
purchases through the remainder of 2005 and about 80% in 20086, thus its cost projections should be in line with
reafizations. Consolidated cash and investments stood at more than $900 million as of Sept. 31, 2005. However, $500
million was used on Oct. 3, 2005 to call the Pinnacle West Energy Company's floating-rate notes due Aprif 2007. Also
impacting the cash and invested position is the increased amount of collateral held under hedging contracts.

Both PWCC and APS maintain CP programs. Neither program had any CP balances as of June 30, 2005. PWCC's
program is for $250 million and is supported by a three-year, $300 million credit facility that expires in October 2007.
The revoiver allows PWCC to use up to $100 million of the facility for letters of credit. The revolver has no material
adverse change clauses pertaining to outstanding CP balances.

APS' short-term rating is also 'A-2'. The rating is supported by the stability of cash flows from regulated operations and
good liquidity, atthough APS wili need to continue to rely on borrowings to fund portions of its capital expenditure
program, which is expected to be about $770 million in 2005 (and includes $190 million for the purchase of the
Sundance power plant), up significantly from $484 million in 2004. APS maintains a $250 milfion CP program. in May
2004, APS renegotiated its revolver and increased the size to $325 million. This facility, also a three-year term, expires
in May 2007, supports the utility's CP program, and provides an additional $75 million for other liquidity needs, including
letters of credit. The supporting facility has no material adverse change clauses pertaining to outstanding CP balances.

Outlook

The stable outlook reflects Standard & Poor's expectation that the ACC will resolve APS' large deferred power costs
through a surcharge ruling no iater than year-end that supports timely recovery of the $80 million request. in addition,
the outlook presumes that third-quarter consolidated financial results will reflect improvements that demonstrate
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modest advances in credit metrics. An adverse outcome in either of these areas will result in a negative outlook. No
positive ratings changes are expected in short-term.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations
contained herein are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or
sell any securities or make any other investment decisions. Accordingly, any user of the information contained herein
should not rely on any credit rating or other opinion contained herein in making any investment decision. Ratings are
based on information received by Ratings Services. Other divisions of Standard & Poor's may have information that is
not available to Ratings Services. Standard & Poor's has established policies and procedures to maintain the
confidentiality of non-public information received during the ratings process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of
such securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right to
disseminate the rating, it receives no payment for doing so, except for subscriptions to its publications. Additional
information about our ratings fees is available at www.standardandpoors.com/usratingsfees.
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RESEARCH

Arizona Public Service Co.

Publication date:

15-Feb-2006

Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5009;
mailto:anne_selting@standardandpoors.com
Corporate Credit Rating.
BBB-/Stable/A-3
OQutstanding Rating(s) :
Arizona Public Service Co.
Sr unsecd debt
Local currency BBB-
cpP
Local currency A-3
Pinnacle West Capital Corp.
Corporate Credit Rating BBB-/Stable/A-3
Sr unsecd debt
Local currency BB+
CP
Local currency A-3
PVNGS 1l Funding Corp. Inc.
Corporate Credit Rating BBB-/Stable/--
Sr unsecd debt
Local currency BBB-
Corporate Credit Rating History
Nov. 4, 2002 BBB/A-2
Dec. 21, 2005 BBB-/A-3
Major Rating Factors
Strengths:

e Arizona Public Service (APS) represents the preponderance of Pinnacle West Capital Corp.'s (PWCC)
cash flows and is the basis for the consolidated creditworthiness

o Strong energy sales and peak load growth rates are roughly twice the national average growth rate for
investor-owned utilities, or about 4% per annum

e PWCC exited the merchant generation business in early 2006, thereby improving its business risk profile
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Weaknesses:

e The consolidated financial profile has been deteriorating since 2003 due principally to protracted
regulatory proceedings that have resulted in retail base rates that are insufficient to recover current costs

e Cost deferrals related to elevated natural gas prices and purchased power costs are growing largely due
to a weak power and fuei adjustment mechanism

e A series of operational problems at the Palo Verde nuclear units has increased power purchase
requirements in a high wholesale power price environment
APS is increasingly dependent on natural gas to meet service area growth
Utility capital expenditures are expected to increase to nearly $2 billion from 2005 through 2007,
compared with historic spending of $1.4 billion from 2002 through 2004, and regulatory support for timely
recovery has become increasingly uncertain

Rationale

APS' 'BBB-' corporate credit rating is based on the consolidated credit quality of PWCC, of which APS is the
principal subsidiary. APS is a vertically integrated investor-owned utility that provides retail electric service to
about one million customers throughout Arizona, including about half of the Phoenix MSA. PWCC's unregulated
subsidiaries contributed about 24% of consolidated cash flows in 2004, and have become marginal to overall
creditworthiness. PWCC's business profile is satisfactory ('6' on a 10-point scale, where 10’ is the weakest).

A strong and diversified Phoenix economy has fueled significant utility growth, and a large residential base that
accounted for 50% of APS' retail electric sales in 2004 provides stability. On the other hand, regulatory risk has
increased, reflected in uncertainty related to the recovery of rising fuel and purchased power costs and in APS'
significant pending general rate case, in which the company is requesting a 21.3%, or $453.9 million, rate
increase.

Regulatory uncertainty is exacerbated by the establishment in 2004 of a weak power supply adjuster (PSA) that
exposes the utility fo potential cash flow volatility. APS has been forced to defer $170 million of fuel and
purchased power costs at the end of 2005, an amount that may grow to as large as $250 million by the end of
2006. Finally, while a ruling in the company's general rate case could avoid future deferrals, general rate cases
typically take significant time to process; APS' last rate case took nearly 23 months to resolve.

The company has therefore sought interim rate relief of $299 million, or about 14%. The request is roughly the |
portion of its total rate case request that is attributable to fuel and purchased power. If granted, the emergency 1
rate relief would advance to the utility through higher rates the amounts needed to avoid significant additional

deferrals. Any amounts, if authorized by the Arizona Corporation Commission (ACC), would be subject to future

prudency review. A ruling is expected in April.

In January 2005, the ACC approved a $111 million increase, beginning Feb. 1, 2008, to collect a pottion of the
2005 deferral balance. Separately, in February 2006, APS filed to recover $59.9 million in fuel and purchased
power costs deferred by APS in 2005. The combined surcharges would represent a temporary rate increase of
approximately 2.6% during the overlapping portion of the 12-month recovery periods for the two surcharges.

Short-term credit factors

Because of significant CP programs at APS and PWCC, near-term liquidity should be adequate to support cash

outlays for power and fuel not recoverable in current rates. PWCC's $250 million program is supported by a five- |
year $300 million credit facility that expires in December 2010. The revolver allows PWCC to use up to $100 |
million of the facility for LOCs. The revolver has no material adverse change clauses. APS maintains a $250
million CP program supported by a five-year, $400 million revolver that expires in December 2010. This revolver
also provides an additional $150 million for other liquidity needs, including $100 million for letters of credit. The i
supporting facility has no material adverse change clauses. Neither program had any balance as of Dec. 31, |
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2005.

Consolidated cash and investments stood at more than $900 million as of Sept. 30, 2005. However, $500 million
was used on Oct. 3, 2005, to call Pinnacle West Energy Corp.'s floating-rate notes that were due April 2007.
Also affecting the cash and invested position is the increased amount of collateral held under bilateral contracts.

APS is in its winter season when demand drops significantly and the build-up of its power cost deferrals should
slow; however, the reduced operational capacity of Palo Verde Unit 1 to about 25% has resulted in
unanticipated replacement power costs. PWCC has a $300 million maturity on April 1, 2006, which it plans to
refinance. Adverse regulatory actions could affect the costs of borrowing or even access to the capital markets,
although this is not currently seen as a significant threat.

Outlook

The stable outlook-is premised on the ACC providing sustained regulatory support that adequately addresses
the growing deferrals at APS. Negative rating actions could result if timely regulatory support is not sustained, or
if market forces or operational issues lead to significant increases in the expected 2006 deferral level. There is
limited opportunity for positive rating actions while the current commission is seated.

Accounting

PWCC's financial statements are audited by Deloitte and Touche LLC, which prov:ded an unqualified opinion for
fiscal 2004. The company may update its published financial results from previous years as required by
accounting standards. These updates can give rise to modest revisions of previous year results. Standard &
Poor's utilizes the most up-to-date results published by the company for previous years. For this reason, there
may be small changes in the metrics it publishes for a particular year in subsequent years.

Standard & Poor's makes several adjustments to PWCC's financial statements. In 1986, APS sold about 42% of
Palo Verde Unit 2 as part of a sale-leaseback transaction. Including this transaction, and other operating leases,
Standard & Poor's computed an off-balance sheet obligation of $524 million in 2004. The lease expires in 2015,
The company has a small amount of power purchased obligations, which generates an off-balance-sheet
adjustment of about $45 million.

in the third quarter of 2005, PWCC realized significant proceeds from real estate sales. In the past, Standard &
Poor's has accounted for real estate cash flows as presented by the company, in which cash inflows and
outflows from SunCor commercial sales are presented as a component of cash flows from investing activities.
However, cash inflows and outflows related to SunCor residential projects are presented on a net basis within
cash flows from operating activities. To recognize about $82 million in proceeds from commercial real estate
investments, Standard & Poor's has included this amount in operating cash flows for 2005 results. At the same
time, Standard & Poor's has removed from operating cash flows changes in trading assets and liabilities that
constitute margin account inflows to the company, the majority of which are incurred by APS.

!
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activities designed to preserve the independence and objectivity of ratings opinions. The credit ratings and
observations contained herein are solely statements of opinion and not statements of fact or recommendations
to purchase, hold, or sell any securities or make any other investment decisions. Accordingly, any user of the
information contained herein should not rely on any credit rating or other opinion contained herein in making
any investment decision. Ratings are based on information received by Ratings Services. Other divisions of
Standard & Poor's may have information that is not available to Ratings Services. Standard & Poor's has
established policies and procedures to maintain the confidentiality of non-public information received during the
ratings process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the
issuers of such securities or third parties participating in marketing the securities. While Standard & Poor's
reserves the right to disseminate the rating, it receives no payment for doing so, except for subscriptions to its
publications. Additional information about our ratings fees is available at
www.standardandpoors.com/usratingsfees.
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Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5008;
mailto:anne_selting@standardandpoors.com

Credit Rating: BBB-/Stable/A-3

Rationale

Arizona Public Service Co. (APS) continues to accumulate deferred fuel and purchased power costs, making
the need for rate relief increasingly critical for the credit ratings of the company and its parent, Pinnacle West
Capital Corp (PWCC). On Jan. 4, 2006, an administrative law judge (ALJ) at the Arizona Corporation
Commission (ACC) recommended in a draft decision that the ACC deny APS' summer 2005 request to
recover $80 million of these costs by implementing a two-year special surcharge. The surcharge would raise
retail rates by less than 2%.

Importantly, the ALJ recommendation did not reject the company's ability to recoup these costs in a
surcharge. Rather, based on several technicalities, the draft decision concludes that the utility should not be
able to implement a surcharge until after its first power supply adjuster (PSA) is implemented. In turn, under
the terms of APS' 2005 rate case settlement, a PSA adjustment to retail rates cannot occur until April 2006.
This means that if the ACC adopts the ALJ's recommendation, surcharge relief might not occur before
summer 2006.

Standard & Poor's Ratings Services last month lowered the corporate credit rating of APS and PWCC by one
notch, to 'BBB-', based on concerns that the regulatory process in Arizona is not providing the company timely
recovery of fuel and purchased power costs. Irrespective of the merits of the technicalities in the ALJ's
recommendation, the draft decision, if implemented, will compound a mounting deferral problem that is
severely straining cash flows.

Even if APS' surcharge request had been adopted and implemented in January 2006, as Standard & Poor's
had expected, the $80 million in surcharge rate relief would address a mere fraction of the utility's growing
deferrals. At year-end 2005, APS had about $150 million of these costs on its balance sheet. By year-end
2006, an additional $265 million or more could be incurred.

The ACC is not bound to adopt the draft decision. For this reason, the ACC's vote on the recommendation will
be a more critical indication of the regulatory stance toward the company's request. A vote on the decision is
expected in the near tem.

Mitigating concern over the draft ruling is the ACC's stated willingness to consider a request for
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emergency rate relief. Prompt action by the ACC on such an emergency application would provide
another meaningful vehicle to deliver near-term rate relief. Precedent indicates that emergency
applications in Arizona are typicaliy reviewed within 90 days. But because there is no express
deadline, uncertainties wili continue for the company even if such a filing is made.

Short-term credit factors

PWCC's short-term rating is 'A-3". The rating is supported by the preponderance of cash flows being produced by
APS, a vertically integrated electric utility. Because of APS's sizable CP program, near-term liquidity should be
adequate to support cash outlays for power and fuel not recoverable in rates. And, because APS is heading into its
winter season when demand drops significantly, the build-up of its power cost deferrals should slow. APS has
hedged 85% of its 2006 power and gas requirements, and about 65% for 2007.

Consolidated cash and investments stood at more than $900 million as of Sept. 30, 2005. However, $500 million
was used on Oct. 3, 2005 to call Pinnacle West Energy Corp.'s (PWEC) floating-rate notes that were due April
2007. Also affecting the cash and invested position is the increased amount of collateral held under bilateral
contracts.

PWCC and APS maintain CP programs. Neither program had any balance as of Dec. 31, 2005. PWCC's program
is for $250 million and is supported by a five-year, $300 million credit facility that expires in December 2010. The
revolver allows PWCC to use up to $100 million of the facility for letters of credit. The revolver has no material
adverse change clauses.

APS's short-term rating is also 'A-3". This rating is supported by the stability of cash flows from regulated
operations and good liquidity, altthough APS will need to continue tc rely on borrowings to fund portions of its
capital expenditure program, which is expected to be about $800 million in 2005 (and includes $190 million for the
purchase of the Sundance power plant), up significantly from $484 million in 2004. APS maintains a $250 million
CP program. APS has a five-year, $400 million revolver that expires in December 2010 that supports its CP
program; this revolver also provides an additional $150 million for other liquidity needs, including $100 million for
letters of credit. The supporting facility has no material adverse change clauses. Consolidated maturities are
modest and consist of $384 million in 2006, of which $300 million is a note at the parent that is due in April.
Currently, there are virtually no obligations due in 2007, as PWEC called at par in early October some $500 million
in notes that it issued in April 2005 to retire an inter-company loan between PWEC and APS that was associated
with the PWEC assets now owned by APS.

Outlook

The stable outlook reflects Standard & Poor's expectation that the ACC will move promptly to address APS' need for
rate relief in light of steadily increasing fuel and purchased power deferrals. In the absence of such action, an adverse
rating action or a change in the outlook is likely. The company has the option to file an emergency application for rate
relief, and if it does so, Standard & Poor's will consider not only the surcharge application, but also the ACC's responseg|
to the emergency filing. Other important proceedings include the company's PSA application and the revised general
rate case, which the company is expected to re-file by the end of January 2006.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate
activities designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observation:
contained herein are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or
sell any securities or make any other investment decisions. Accordingly, any user of the information contained herein
should not rely on any credit rating or other opinion contained herein in making any investment decision. Ratings are
based on information received by Ratings Services. Other divisions of Standard & Poor's may have information that is
not available to Ratings Services. Standard & Poor's has established policies and procedures to maintain the
confidentiality of non-public information received during the ratings process.
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Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of
such securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right to
disseminate the rating, it receives no payment for doing so, except for subscriptions to its publications. Additional
information about our ratings fees is available at www.standardandpoors.com/usratingsfees.
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Arizona Public Service Company
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Ratings

Category Moody's Rating
Outlook Ratmg(si{lj\zgtz
[ssuer Rating *Baal
Sr Unsec Bank Credit Facility *Baal
Senior Unsecured *Baal
Subordinate Shelf *(P)Baa2
Commercial Paper P-2
Parent: Pinnacle West Capital

Corporation

Outlook Rating(sg{lj‘:c;g
Issuer Rating *Baa2
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Commercial Paper ' *p-2

* Placed under review for possible downgrade on January 10, 2006

Contacts
Analyst Phone
Laura Schumacher/New York 1.212.553.1653

A.J. Sabatelle/New York
Daniel Gates/New York

Key Indicators

Arizona Public Service Company [1][2]3Q05 LTM [1]2004 2003 [1]2002
Funds from Operations / Adjusted Debt [3] 12.1% 13.4% 21.3% 28.5%
Retained Cash Flow / Adjusted Debt [3] 9.3% 8.0% 15.7% 22.2%
Common Dividends / Net Income Available for Common 50.8% 85.2% 94.0% 85.3%
FFO + Adjusted Interest / Adjusted Interest [4] 3.09 3.44 4381 5.81
Adjusted Debt / Adjusted Capitalization [3][5] 49.6% 58.4% 58.2% 55.4%
Net Income Available for Common / Common Equity 55% 89% 82% 9.2%

[1] Includes the impact of a tax refund in 2002 and tax reversal in 2004. [2]
FFO excludes the impact of cash collateral from others in risk management
and trading liabilities. [3] Debt is adjusted to reflect operating leases. [4]
Adjusted Interest includes adjustment made for operating leases. [5]
Adjusted Capitalization reflects the adjusted debt

Note: For definitions of Moody's most common ratio terms please see the accompanying
User's Guide.

Opinion

Credit Strengths

Credit strengths for Arizona Pubilic Service Company are:

-Growth rates within the company's service territory are above the national average.
-Historically strong operating cash flows.

-Management has historically been able to adequately address the less predictable and

challenging regulatory environment that exists within Arizona.
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-Demonstrated intent to maintain leverage at a reasonabie level.
Credit Challenges

Credit challenges for Arizona Public Service Company are:

- Growing territory requires increasing amounts of capital expenditures.

- Significant increases in fuel and purchased power costs that the company has not been
able to recover on a timely basis.

- Significant rate increases are required to recover costs associated with capital
investments as well as increased expenses for fuel, purchased power.

- APS operates its business in a challenging state regulatory environment.
- Near term cash flows projected to remain depressed.
Rating Rationaie

The Baal rating of Arizona Public Service Company's (APS) senior unsecured debt
recognizes the economic strength of APS' service territory, a low number of industrial
customers, and management's ability to operate within a sometimes chailenging
regulatory environment. The rating also recognizes the impacts of parent company
Pinnacle West Capital Corporation’s (Pinnacle) infusion of $250 million of equity proceeds,
as well as $210 million from the proceeds from its sale of the Silverhawk facility, into APS.

The rating also assumes that potential additions to generating resources and
improvements in delivery systems will be accomplished in a manner that allows leverage
measures to improve over the near to medium term. The rating assumes management
will continue its renewed focus on regulated operations.

Rating Outlook

APS's long-term ratings are currently under review for potential downgrade. The rating
review follows a recommendation of an Arizona administrative law judge that APS's
application for a special rate surcharge be denied. The review is prompted by
deterioration in the company's current and projected financial metrics as a result of
increased fuel and purchased power costs that the company has not been able to recover
on a timely basis.

The review will focus on the outcomes of the various rate requests that APS has filed or is
expected to file with the Arizona Corporation Commission (ACC). Due to the substantial
increase in market prices of fuel and electricity, APS is experiencing sharp cost increases.
The magnitude of rate increases needed to cover these costs is sufficiently large to be
likely to trigger regulatory and ratepayer resistance. Moody's now expects 2006 results to
be significantly weaker than previously projected. We previously expected that the 2006
ratio of APS's funds from operations (FFO) to adjusted total debt (incorporating Moody's
standard analytic adjustments) would be in the upper teens on a percentage basis. We
now estimate that 2006 results will produce ratios that are several percentage points
lower, and that results will continue to be somewhat weaker beyond 2006 unless there
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are sufficient rate increases including recovery of fuel and purchased power deferrals or a
substantial decline in market prices for fuel and wholesale power.

Projected cash flows are highly dependent on the outcomes of several pending, or soon to
be filed, regulatory actions including rate increases of approx. 2% for a special surcharge,
5% via an annual fuel adjustment mechanism and 14% for an emergency interim
increase. APS has also filed for an approx. 20% increase (inclusive of the 14% emergency
increase for fuel) to become effective in 2007.

What Could Change the Rating - UP

In light of the review for possible downgrade, limited near-term prospects exist for the
rating to be upgraded. However, the rating could be retained at the current level if there
are clear signals that APS will receive timely and full recovery of its increased costs, or if it
were to have a substantial reduction in leverage such that we would expect its credit
metrics to return to levels commensurate with similarly rated utility companies.

What Could Change the Rating - DOWN

The long term rating is likely to be downgraded unless there are clear signals that APS will
receive timely and full recovery of its increased costs such that we would expect credit
metrics to return to levels commensurate with those of similarly rated utility companies.
Any downgrade would not likely be for more than one notch unless there are significant
operational issues or the regulatory outcome appears to be worse than anticipated.

© Copyright 2006, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc.
(together, "MOODY'S"). All rights reserved.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY
FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT. All
information contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanica!l error as well as other factors, however, such information is provided "as is" without warranty
of any kind and MOODY'S, in particular, makes no representation or warranty, express or implied, as to the accuracy, timeliness,
completeness, merchantability or fitness for any particuiar purpose of any such information. Under no circumstances shall
MOODY'S have any liability to any person or entity for {(a) any loss or damage in whole or in part caused by, resulting from, or
relating to, any error (negligent or otherwise) or other circumstance or contingency within or outside the contro! of MOODY'S or
any of its directors, officers, employees or agents in connection with the procurement, collection, compilation, analysis,
interpretation, communication, publication or delivery of any such information, or {b) any direct, indirect, speciai, consegquential,
compensatory or incidental damages whatsoever (includinig without iimitation, lost profits), even if MOODY'S is advised in
advance of the possibility of such damages, resulting from the use of or inabiiity to use, any such information. The credit ratings
and financial reporting analysis observations, if any, constituting part of the information contained herein are, and must be
construed solely as, statements of opinion and not statements of fact or recommendations to purchase, seil or hold any
securities, NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR
FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANNER WHATSOEVER. Each rating or other opinion must be weighed solely as one factor in any
investment decision made by or on behalf of any user of the information containad herein, and each such user must accordingly
make its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for,
each security that it may consider purchasing, holding or seiling.

MOODY'S hereby discloses that most issuers of debt securities (including corporate and municipai bonds, debentures, notes and
commercial paper) and preferred stock rated by MOODY'S have, prior to assignment of any rating, agreed to pay to MOODY'S
for appraisal and rating services rendered by it fees ranging from $1,5C0 to $2,400,000. Moody's Corporation {MCO) and its
wholly-owned credit rating agency subsidiary, Moody's Investors Service (MIS), also maintain policies and procedures to address
the independence of MIS's ratings and rating processes. Information regarding certain affiliations that may exist between
directors of MCO and rated entities, and between entities who hold ratings from MIS and have also publicly reported to the SEC
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RATING CATEGORIES |
Long-Term Credit Ratings: | Rating Indicator:
Excellent AAA
Strong AA
Satisfactory A
Weak BBB
Vulnerable* BB
More Vulnerable* B
Highly Vulnerable/Bankruptcy* CCC and below

*Rating indicators of BB and below are considered non-investment grade or
“junk"7

Plus (+) or minus (-) added to a rating indicator shows relative standing or strength
within that rating category.
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. MOODY’S INVESTOR SERVICES

Date Rating Comment

April 27,2005 Baal The Baal rating of Arizona Public Service Company’s
(APS) senior unsecured debt reflects historically strong
cash flow, the economic strength of its service territory,
a low number of industrial customers, and moderate
leverage. The rating also recognizes the less predictable
regulatory environment in Arizona, but incorporates an
assumption that APS’s demonstrated ability to
effectively operate against this backdrop will continue.
Adverse regulatory rulings, significant increases in
capital expenditures that are financed in a manner
inconsistent with the company’s historically strong
leverage ratios, or sustained inability to meet customer
demand for power from available resources could change
the Rating -- DOWN.

. January 11, 2006 Baal APS’s long-term ratings are currently under review for
potential downgrade. The rating review follows a

recommendation of an Arizona administrative law judge
that APS’s application for a special rate surcharge be
denied. The review is prompted by deterioration in the
company’s current and projected financial metrics as a
result of increased fuel and purchased power costs that
the company has not been able to recover on a timely
basis. '

In light of the review for possible downgrade, limited
near-term prospects exist for the rating to be upgraded.
However, the rating could be retained at the current level
if there are clear signals that APS will receive timely and
full recovery of its increased costs.

‘ The long term rating is likely to be downgraded unless
‘ there are clear signals that APS will receive timely and
| full recovery of its increased costs such that we would
| expect credit metrics to return to levels commensurate
‘ with those of similarly rated utility companies.
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Date

March 30, 2005

January 6, 2006

January 26, 2006

January 30, 2006

Rating

BBB+

BBB+

BBB+

BBB

FITCH RATINGS

Comment

Fitch Affirms PNW & APS’ Unsecured Ratings at
“BBB” & “BBB+”; Outlook Stable.

Fitch Places PNW and APS on Rating Watch Negative

The Rating Watch Negative for APS and PNW reflects
the likelihood of lower ratings for both issuers if the
Arizona Corporation Commission (ACC) adopts the
administrative law judge’s (ALJ) proposed decision in
APS’ pending power supply adjustor (PSA) surcharge
proceeding.

APS Remains on Watch Negative After Surcharge
Proceeding

Without any further rate relief, APS has projected in
recent SEC filings that deferral balances would
approximate $290 million by the end of 2006.

FITCH Lowers PNW & APS’ Sr. Unsecured Ratings to
“BBB-“ & “BBB,” Respectively

The ACC decision in the PSA proceedings, issued on
Jan. 25, 2006, has positive and negative implications for
PNW and APS’ creditworthiness

The ACC bench order rejecting APS’s $80 million
surcharge request on procedural ground and restriction of
PSA adjustments to an annual reset is less favorable than
Fitch had anticipated

The only option to recover fuel and purchase power costs
above amounts determined annually in the PSA would
be an emergency rate filing
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Date

May 24, 2005

January 6, 2006

January 24, 2006

January 26, 2006

STANDARD & POOR’S

Rating

BBB

BBB-

BBB-

BBB-

Comment

APS’ near term challenges are largely regulatory.

Downward pressure on the ratings will occur if APS
incurs significant power or fuel cost deferrals in excess
of the fuel and purchased power adjuster’s limitations.
Any positive rating action is unlikely in the near-term
given the financial metrics and the longer term risks that
the terms of the PSA present.

Standard & Poor’s Ratings Services last month lowered
the corporate credit rating of APS and PWCC by one
notch, to “BBB-,” based on concern that the regulatory
process in Arizona is not providing the company timely
recovery of fuel and purchased power costs.

The company has the option to file an emergency
application for rate relief, and if it does so, Standard &
Poor’s will consider not only the surcharge application,
but also the ACC’s response to the emergency filing.

On Dec. 21, 2005, Standard & Poor’s Ratings Services
lowered the corporate credit ratings on Arizona Public
Service Co. (APS) and its parent, Pinnacle West Capital
Corp. (PWCC) by one notch to “BBB-.”

Standard & Poor’s stated at the time that any adverse
regulatory developments or continued delays in
resolving the pending surcharge request could trigger
another rating action, which could include a revision of
the stale rating outlook to negative, placing the
company’s debt rating on CreditWatch with negative
implications, or lowering the rating to non-investment
grade.

The stable outlook is premised on the ACC providing
sustained regulatory support that adequately addresses
building deferrals. Negative rating actions could result if
regulatory support does not continue, or if market forces
or operational issues lead to significant increase in the
expected 2006 deferral level.
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Date

January 25, 2006

LEHMAN BROTHERS

Rating Comment

APS’s credit metrics remain in junk territory, barring
passage of the interim rate filing.
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RESEARCH

Credit FAQ: Credit Issues Expected To Continue For Pinnacle West Capital Corp. And Arizona
Public Service Co.

Publication date: 24-Jan-2006

Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5009; v
mailto:anne selting@standardandpoors.com

On Dec. 21, 2005, Standard & Poor's Ratings Services lowered the corporate credit ratings on Arizona Public Service Co.
(APS) and its parent, Pinnacle West Capital Corp. (PWCC) by one notch to ‘BBB-'. This action reflected three factors:
growing fuel and purchased power deferrals, which are weakening financial performance in 2005 and 2008, the lack of
action by the Arizona Corporation Commission (ACC) in 2005 to address a portion of these deferrals through a special
surcharge, and the likelihood of delays in the completion of APS’ recent general rate case (GRC) filing, which suggest that
financial weakening may extend into 2007.

Standard & Poor's stated at the time that any adverse regulatory developments or continued delays in resolving the
pending surcharge request could trigger another rating action, which could include a revision of the stable rating outlook to
negative, placing the company's debt rating on CreditWatch with negative implications, or lowering the rating to non-
investment grade.

Frequently Asked Questions

How large are APS' deferrals of fuel and purchased power? _

At Jan. 31, 2006, APS' estimated fuel and purchased power deferrals are expected to be about $165 million. These
deferrals are accumulating because APS’ base electric rates are set to refiect 2003 costs, and power and natural gas
costs have far exceeded these rates. APS collects 2.0473 cents per kilowatt-hour (kWh} in rates for these costs, but for
the 12 months ended September 2005, its actual cost averaged 2.701 cents per kWh. Because these rates will not be
updated until the completion of APS' recently filed GRC or the emergency interim request, deferrals will likely continue to
accumulate in 2006 and into 2007.

The amount by which 2006 actual fuel and purchased power costs will exceed the authorized expenditures will be a
function of retail sales growth, commodity costs, the operational performance of APS' generation assets, and the fuel-in-
base factor. Standard & Poor's has estimated that, at year-end 2006, the utility will likely incur an additional $250 million in
fuel and purchased power costs that are not recoverable in base electric rates. The sum of balances to date of $165
million plus the expected incremental deferrals of $250 mitlion total $415 million; however, because APS has the potential
fo collect some of its 2005 balances through a power supply adjuster (PSA) beginning April 1, year-end 2006 deferrals on
the utility's balance sheet will not reach that level.

What are the ways that APS could recover its expected deferrals?
Under the terms of a settlement reached in APS' 2003 rate case approved by the ACC in April 2005, the PSA may be
increased as much as four mills per kWh (a cap over the life of the PSA) on April 1, 2006. Using 2005 retail sales, and
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assuming a 4.5% growth rate (which is consistent with recent results), the four mills should yield about $125 million in rate
relief on an annualized basis, or about $83 million for the eight months of 2006. Thus, as a rough approximation, APS'
deferred balance would be about $330 million at year-end 2006.

On Jan. 17, the chairman of the ACC introduced a proposal to accelerate the PSA adjustment to Feb. 1. If this were
approved by the ACC, an additional two months of the PSA would provide about $20 million in incremental revenues (e.g.,
roughly $125 million multiplied by two-twelfths of the year) in 2006. Thus, if the Hatch-Miller amendment moves forward,
year-end 2006 deferred balances will be closer to about $310 million. The amendment is expected to be dlscussed on
Jan. 24.

S

Additional relief could be provided if the ACC grants APS' request to recover $80 million by means of a two-year special
surcharge that would increase retail rates by about 2%. On Jan. 4, an administrative law judge issued a decision
indicating that APS' surcharge application is premature until the company's first power supply adjustment occurs in April.
An ACC vote is scheduled for Jan. 24. Standard & Poor's current assumption is that the surcharge will be approved by the
ACC, but will be delayed until July 1, 2006. A surcharge implemented at this time would provide roughly an additional $20
million to the company in 2006. If it were implemented sooner, the impact on deferrals would be relatively small, providing
about $3 million in each menth it is in place during 20086. If the Hatch-Miller amendment were approved and a surcharge
was implemented and approved for Feb. 1, the two measures collectively would bring between $50 million-$57 million in
relief. Accordingly, relative to the year-end expected balances, an accelerated surcharge and PSA, if granted, will reduce
deferrals but only by about 20% in the best-case scenario.

What is the status with APS' emergency interim filing?

On Jan. 6, 2008, APS filed a $299 million request for emergency fuel and purchased power-related rate relief. Any
amounts, if granted, would be subject to future prudency review. As part of a procedural conference on Jan. 12, four of the
five commissioners questioned the definition an emergency and whether relief is justified. Based on the strong views
expressed, it appears unlikely that the filing has support. On Jan. 19, a procedural schedule was set that should allow for
a decision in April 2006. Standard & Poor’s forecast estimates do not assume emergency relief is granted.

Are there credit concerns related to APS' rate cap?

Balancing these potentlal sources of rate relief are additional adverse financial effects that could occur for APS if its "hard
cap" of $776 million is not lifted. The cap is part of APS' 2004 settlement, approved by the ACC in April 2005, which
restricts the total amount of annual fuel and purchased power costs that can be collected in retail rates. APS expects that
its fuel and purchased power costs will exceed the cap in the fourth quarter of 2006, and has indicated publicly that its
estimated fuel costs will exceed $800 million. As part of its emergency interim filing, APS has requested that the cap be
removed. If the cap is not lifted, any amounts above $776 million would be unrecoverable, putting further pressure on
cash flows.

What assumptions does Standard & Poor's make about the performance of APS' generation assets in
estimating deferred balances?

Standard & Poor's estimates assume normal operational performance of APS' generation fleet. Forced outages could
increase deferred balances. Palo Verde unit 1 is in the process of exiting an outage that occurred last week due to pipe
vibrations within the emergency cooling system. APS took the unit offline last week to install clamps in an effort to stop the
excess vibrations. From late December until Jan. 17, unit 1 has operated at about 30% capacity while crews have tried to
fix the problem, which followed the completion of the unit's exit from a refueling and maintenance outage begun in the fall
of 2005. The plant is expected to maintain approximately this level of reduced capacity while additional repairs are
considered. Replacement power costs have been incurred in association with this last outage, and could build, depending
on the timeline for a solution to be implemented. These and any future costs are not part of Standard & Poor's deferred
estimates.

How are these estimated deferrals expected to affect 2005 and 2006 financial performance,
especially in the context of the credit benchmarks at the 'BBB-' rating?

Year-end results for 2005 are not yet available, but Standard & Poor's expects that 2005 and 2006 results will be on par
with the 12 months ending Sept. 30, 2005, when consolidated adjusted funds from operations (FFOQ) to total debt was
14.8%. FFO to total debt is an important metric for Standard & Poor's, and at a business profile of '6' (on a 10-point scale
where '1' is excellent and 10 vulnerable), it reflects a below-investment-grade performance. For the 12 months ending
Sept. 30, 2005, FFO interest coverage was 3.3x, which is reasonable for the current rating. Adjusted total debt to total
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capitalization was 53.1%, and is solid for the current rating.

Performance in 2007 will be heavily dependent on when the GRC is resolved. APS filed on Nov. 4, 2005, for a $409.1
million (or 19.9%) rate increase, the majority of which is related to fuel and purchased power costs. Typically, the ACC
certifies the application as complete within 30 days, and the case commences. But in early December 2005, the ACC
requested that the company re-file its application using a test year ending Sept. 30, 2005, rather than the Dec. 31, 2004
data that APS used. The updated application is expected to be re-submitted to the ACC on Jan. 31, 2005.

As a result, the case will not begin until early March 2006, suggesting that an outcome will be delayed roughly three
months from the original schedule, which envisions a ruling by early 2007. Recent public statements by the ACC indicate
that spring 2007 may be the earliest a decision couid be expected. But there is little precedent in Arizona that would
suggest a year-iong rate case is likely. A more conservative estimate would assume mid-2007. This could be a credit
concern because if permanent rate relief is not in place prior to the peak summer season, financial recovery could also be
stalled in 2007.

How is the company's liquidity? _

Unaudited consolidated cash and investments stood at roughly $150 million as of Dec. 31, 2005, PWCC and APS also
maintain a total of $700 million in revolving credit facilities, which had approximately $15 miliion of usage at year-end 2005
for miscellaneous letters of credit. Standard & Poor's preliminary assessment is that the company's credit lines should be
sufficient to support working capital needs, purchases of gas and power, as well as fund margining and collateral
requirements for trading operations. As of Dec. 31, 2005, PWCC and APS comfortably met their loan covenant
requirements.

PWCC has a $300 miliion doliar maturity on April 1, which it plans to refinance. Adverse regulatory actions could affect the)
costs of borrowing or even access to the capital markets, although this is not currently seen as a significant threat.

APS' reliance on purchases and gas-fired peaking capacity during the winter is low; however, this is seasonal. Fuel and
purchased power expenses are anticipated to be accrued faster in July 2006 through September 2006. Standard & Poor's
is conducting a more detailed liquidity assessment, which will be completed once more clarity is provided on how the ACC
is expected to address interim rate relief requests. APS has a significant hedging program and 85% of its 2006 power and
gas requirements are hedged. APS and PWCC are currently holding counterparties’ collateral as a result of their in-the-
money hedged positions.

Could cost saving measures, or the sale of nonregulated assets by PWCC assist in restoring credit
quality?

The ACC has requested that the company explain what cost reductions it is making to compensate for the fact that its
retail rates are not aligned with production costs. In response, the company cancelled bonuses for its corporate officers,
and is certain to investigate additional cost-savings measures. While these actions may address other public policy issues
of concern to the ACC, from a credit standpoint cost cutting measures are unlikely to materially alleviate APS' sagging
financial performance.

The deferred balances stem from fuel and purchased power costs that the utility incurred to serve retail loads. APS earns
no margin on these expenses; they are simply passed straight through to customers. Similar to the circumstances that
other western utilities have faced in recent years, APS' fuel and purchased costs substantially exceed the amount
currently recoverable in rates. The company may be able to temporarily subsidize the cost of serving retail loads by
reducing expenses in other parts of the company, selling other PWCC assets, or issuing debt, but such a strategy is not
sustainable, and could very well result in longer-term adverse consequences for the company.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained
herein are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or sell any
securities or make any other investment decisions. Accordingly, any user of the information contained herein should not
rely on any credit rating or other opinion contained herein in making any investment decision. Ratings are based on ‘
information received by Ratings Services. Other divisions of Standard & Poor's may have information that is not available ‘
|
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to Ratings Services. Standard & Poor's has established policies and procedures to malntam the confidentiality of non-
public information received during the ratings process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such
securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right to
disseminate the rating, it receives no payment for doing so, except for subscriptions to its publications. Additional
information about our ratings fees is available at www.standardandpoors.com/usratingsfees.
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RECENT ANALYST QUOTES RELATED TO PNW/APS CREDIT QUALITY
AND ARIZONA REGULATORY ENVIRONMENT

CREDIT QUALITY
Shelby Tucker, Bank of America, Equity Research, February 3, 2006

"The credit ratings of the parent and utility have come under pressure of late....The primary driver in all
these moves [ratings actions] is the uncertainty around timely recovery of deferred fuel and purchased
power costs."

Greg Gordon, Citigroup, Equity Research, Februaty 2, 2006

"Key value driver remains whether PNW receives constructive treatment in pending regulatory matters in
front of the ACC....if the ACC continues to assume equity holders will finance in perpetuity the legitimate
costs incurred to deliver service to Arizona ratepayers the situation could lead to a further credit
downgrade, cause bond spreads to widen, trigger collateral ealls, and materially impair the company’s
ability to access the equity capital markets at favorable terms.”

Dan Ford, Lehman Brothers, Equity Research, February 2, 2006

"In our current view we see a difficult path to approval of the emergency rate filing as the commission is
much more likely to just consider the GRC filing in a full review. This will leave PNW in a cash tight
position for the remainder of the year and puts them at risk for further credit downgrades to below the
investment grade level.” '

Dan Ford, Lehman Brothers, Equity Research, January 25, 2006

"...APS's credit metrics remain in the junk termitory, baring [SIC] passage of the interim rate filing....we still
view AZ as a tough regulatory environment.”

Andrew Smith, JP Morgan, Equity Research, February 1, 2006

"Our focus for PNW going forward will be on the regulatory front, particularly in light of potential rating
agency action as we believe it may require the company to raise capital to support its investment grade.”

*_..the company is deferring a portion of its fuel and purchased power costs, which has increased rating
agency pressure and could require the company to raise capital to support its credit ratings.”

Terran Miller, UBS Securities, Fixed Income Research, January 26, 2006

"We still believe additional rate relief in the form of a surcharge will be forthcoming on a timely basis and
that the commission will address the company's request for emergency/interim rate relief by the middle of
April. ...we continue to believe that the bulk of this commission would like to avoid a downgrade at
Standard & Poor's to non-investment grade and therefore, decisions will be measured, but supportive of
that goal."

"There were also comments that cause us to question the company's ability to secure emergency rate
relief for another $299 million to cover additional anticipated deferrals during 2006. ...Nonetheless, we do
believe that there could be support for recovery of a proportionate share of the emergency/interim rate
case.”
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Anne Selting, Standard and Poor's, January 26, 2006

"The ACC's vote to limit the flexibility of the timing of the surcharge elevates the importance of APS'
request for $298 million in interim emergency rate relief..."

"That is, a limited PSA with a backstop surcharge that can be filed according to a specified timeline
places incremental pressure on other processes that could support credit quality through 2006, especially
when permmanent rate relief via a general rate case ruling is not expected to occur within the next year.

Much of these issues stem from the very weak PSA, which is triggered based on a date and noton a
threshold level of deferrais and which limits any adjustment to a narrow cap. This structure transfers any
deferred balances to a surcharge process. In tum, the surcharge process is open-ended, with no
concrete timeline for resolution. At the same time APS has a significant reliance on natural gas. And this
dependence is expected to grow in the coming years. Given the volatility of this fuel and expectations
that at least in the near-term prices will remain high relative to historic levels — certainly relative to 2003
levels on which current retail rates are based — a critical underpinning of credit quality is the timing of
recovery. This emphasis is particularly important in Arizona, where there is littie precedent to support the
conclusion that general rate cases can be processed quickly.

However, despite the emphasis that Standard & Poor's places on power supply adjustment mechanisms,
it is possible that if the ACC establishes a frack record of being supportive and timely toward emergency
rate relief requests, that this vehicle could compensate for the current limitations of APS' PSA.

The stable outlook is premised on the ACC providing sustained regulatory support that adequately
addresses building deferrals. Negative rating actions could result if regulatory support does not continue,
or if market forces or operational issues lead to significant increases in the expected 2006 deferral level."

Faith Klaus, Bank of America, Debt Research, January 26, 2006

"Fitch believes, as we do, that the result of yesterday's meeting and the surcharge, when it is.
implemented, will not address the rapidly building deferral balances for fuel and purchased power at
APS...If APS is unsuccessful in obtaining additional cash through interim relief, we are very concerned
that S&P and the other agencies will take further action."

"We think that S&P's recent downgrade of PNW's and APS's ratings captured some of the uncertainty

with the commission; however, S&P is looking for the ACC to continue to provide regulatory support,

especially going forward in regards to allowing APS to address its growing fuel cost deferral balance.
if the commission does not, then as we noted already we think S&P wil! take further action.”

Faith Klaus, Bank of America, Debt Research, January 25, 2006

"_..she [Commissioner Mayes] wanted to throw out the emergency rate relief request and focus on the
base rate case. She is concerned that having two cases wouid produce undo stress on the staff and
commission resources. Commissioner Spitzer supported her, but wanted to approve an expedited base
rate case decision — the best he could do there was 1Q 2007, still too late for S&P, in our view."

"The result of the PSA acceleration and the surcharge request (which we assume will be approved in the
near future when the company refiles [SIC]) would be an approximately $140 million recovery of fuel and
purchased power balances. While this would be a positive sign that the ACC is taking steps to address
the building purchased power and fuel deferrals, it is a drop in the bucket when you think about how
quickly these deferrals are building for APS." ‘

"APS believes that it requires not anly the PSA acceleration and the surcharge, but also the $239 million
interim emergency rate relief in order to stave off an additional downgrade by S&P."
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"We believe that despite all of the political posturing, the ACC understands that it must do what it can to
protect the investment grade rating of APS. The cost of a downgrade to junk would be astronomical for
customers because APS has to fund a very large capex [SIC] program to support growth in the state.”

Faith Klaus, Bank of America, Debt Research, January 24, 2006

"The RUCO representative was very sympathetic to APS's plight and indicated if this commission could
provide relief and stave off a downgrade to junk for APS, then it should do it. This is great language
coming from a consumer advocate group and it showed a clear understanding, in our view, of what is
going on in Arizona."

Faith Klaus, Bank of America, Debt Research, January 23, 2006 -

"Our thought is that the commissioners are suggesting that if they approve the PCA [Power Cost Adjustor]
and the surcharge, the emergency rate relief request may not be necessary because the actions would
show good faith on the ACC's part to investors and the rating agencies that they will allow APS to recover
prudently incurred costs....We believe that if the commission approved the surcharge and the PCA
{Power Cost Adjustor] acceleration, it may be enough to stave off additional downgrades by S&P and
allow the ACC time to opine on the base rate case and the base rate fuel portion of the case that is before
them in an emergency mofion.”

Regulatory Research Associates, Uti_lg‘ Focus,' January 27, 2006

"A major concem is the fact that mounting cash flow deferrals led Standard and Poor's (S&P) to
downgrade PNW/APS corporate credit ratings on December 21, 2005, fo one step above junk status, and
a further downgrade would significantly increase the company's borrowing costs going forward.”

"The regulatory process at the ACC continues to be tedious and laborious.... This regulatory lag is a
source of deteriorating cash flow, and resulted in a December 2005 credit quality downgrade by S&P that
leaves PNW/APS one step above junk status. Atthe ACC meeting, the company indicated that denial of
the emergency request would likely lead to a further downgrade. Given the tone of this week's
discussions at the ACC with regard to the implementation of the PSA, our expectations for the
Commission fo authorize a significant emergency rate hike in the near-term are not high. ...There are still
many hurdles for APS to cross, and at the present time we consider the regulatory environment in
Arizona to be highly politicized and volatile.” '

ARIZONA REGULATORY ENVIRONMENT

Steve Fleishman, Merrill Lynch, Equity Research, February 7, 2006

"...attention remains focused on ongoing attempts to seek regulatory recovery of fast-growing deferred
fuel and purchased power balances. These are being addressed in the context of a PSA adjustor
mechanism approved as part of the latest base rate settlement. This had looked like a straightforward
adjustment mechanism, but has not proved to be so in practice, with APS now embroiled in multiple fuel-
related applications before the Arizona Cotporation Commission (ACC). While the commission has
recently taken steps designed to accelerate recovery of 2005 deferrals, actions to date have been
relatively modest in the context of the overall issues.”

"Clearly there is a great deal of uncertainty on the regulatory front, however, the most pressing issue
being addressing [SIC] rising fuel and power cast deferrals. While the ACC's recent actions have gone
some way towards demonstrating a commitment to dealing with this issue on a timely basis, there are
several major outstanding uncertainties, including the pending rate surcharge application; the emergency
fuel filing and the delayed general rate case.”
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"With fuel and power costs having continued to rise, recovery of APS's growing deferred balances has
become the central regulatory issue."

"...APS's emergency interim rate request remains pending with the ACC. ... This will be a key proceeding
fo watch as it will address the issue of current and future costs..."

Steve Fleishman, Merrill Lynch, Equity Research, October 28, 2005

~__these [retail] growth rates present extra regulatory challenges, particularly in the face of

unprecedented fuel and power cost pressures.”

“While APS should ultimately recover these [deferred fuel] costs through the regulatory process, recent
AZ experience suggests this may be neither simple nor timely."

“The need to fund significant expansion of generation infrastructure — coupled with unprecedented levels
of fuel cost recovery — means rates are continually being subjected to regulatory scrutiny. This would b a
challenge in any jurisdiction, but it is made all the more difficult given Arizona's elected utility
commission."

Shelby Tucker, Bank of America, Equity Research, February 3, 2006

" "While all of the company's proceedings before the regulators involve what would reasonably seem to be
. prudently incurred costs of providing reliable service, we note there is risk in the process, particularly one

with so many moving pieces.”

Andrew Smith, JP Morgan Securities, Equity Research, February 2, 2006

“Despite the relatively small amounts [PV cost recovery], we expect these issues to be heavily debated
and contentious given the difficult regulatory environment in Arizona."

Andrew Smith, JP Morgan. Equity Research, February 1, 2006

"...we believe there is the possibility that a portion or all of this balance will not be recovered as the
regulatory environment in Arizona has proven to be difficuit.”

"We believe the shares should trade at a discount to the group to reflect the potential negative impact of
rising commodity prices and the continued regulatory overhang at the utility as it begins the rate case

process this year." .

-Michael Worms, Harris Nesbitt, Equity Research, February 2. 2006

"We believe the discounted valuation is appropriate given regulatory uncertainty and well-beiow industry
average nuclear capacity factors.”

"...Arizonha remains a challenging reguiatory jurisdiction..."

"While strong customer growth remains a driving force, the pressure to serve that growing demandis
expected to keep PNW before the regulators for the foreseeable future. As such, we regard regulatory
uncertainty as a constant for Pinnacle West, particularly since regulation in Arizona has been less
constructive relative to many other states, in our opinion....In our view, Arizona remains a challenging
regulatory jurisdiction and we therefore remain cautious on PNW shares...."

"While PNW continues to benefit from operating in one of the fastest-growing regions of the country, the
costs associated with serving this growing load continue to escalate. Our 2006 EPS estimate reflects the
pressure on earnings related fo these costs..."
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Michael Worms, Harris Nesbitt, January 3, 2006

“in 2005, we found utilities focused on the foliowing....

Generally, reasonable and timely regulatory treatment....Overall, we have found most recent
regulatory decisions to be constructive and balanced, supporting the utilities {SIC}] reinvestment in
their core businesses. However, some regulatory environments remain challenging, in our
opinion, such as Arizona and Vermont.”

Dan Ford, Lehman Brothers, Equity Research, February 2, 2006

- "We continue to see a challenging regulatory calendar ahead....”

*,..Arizona remains a difficult regulatory jurisdiction...."

Regulatory Research Associates, Utility Focus, January 27, 2006

..10.25% retumn on equity, which was low by national standards especially for a high-growth vertically-
mtegrated company.”

"...the Arizona regulatory climate has been, and continues to be, highly politicized....This regulatory lag
does not bode well for a company that will likely need to file successive rate cases in order to improve its
eamings quality (convert deferrals into cash) and recover its increasing operating costs.”

"...we note that there was some discussion at the ACC this week concerning the appropriateness of
continuing to pay dividends during this period of reduced cash flow caused by rising power costs. While
there appears to be support at the ACC that the dividend level should be left out of the Commission’s
dec:snon-maklng, we believe that there may be.some pressure on PNW to take a more cautious approach
in this area going forward."

Dan Eqgers, Credit Suisse, Egu'gy_ Research, January 26, 2006

"We will continue to...expéect the future actions of the ACC in this election year to reflect a heightened
level of political and regulatory pressure.”

"While we are pleased to see the company receive some rate relief in the near term, we are concemed
that during this 2006 election year the ACC will look to extract financial concessions from the company
through other means, such as the company's allowed equity ratio or its authorized retums on capital."

Brooke Glenn Mullin, JP Morgan Securities, Equity Research, January 24, 2006

"Additionally, the Commission agreed to lift the fuel and purchased power cap that was included in the
seftflement. While this-removes the risk of not recovering these costs, it does not change the cash impact
as these costs would be deferred for future recovery.”

Brooke Glenn'Mullin, JP Morgan, Equity Research, September 1, 2005

"Our focus going forward will be on the regulatory front, which is expected to be challenging. Although on
the surface the rate case appears fairly straight forward, we continue to believe it will be a challenge for
the company. Not only has Arizona been a difficult regulatory environment historically, the magnitude of
the increase combined with the April rate increase and rising commaodity prices may be too large
politically.”
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2006-2009 Capital Expenditures and External Financing Required ($m)

Nuclear
Nuclear Fuel
Steam Generator Replacement
Other Nuclear Plant Improvements
Subtotal, Nuclear

Fossil Plant improvements
Four Corners
Cholla
Navajo

Subtotal, Coal Plant (incl. environmental)

Redhawk
West Phoenix
Ocaotillo
Saguaro
Other Fossil Plant
Subtotal, Gas/Oil/Hydro
Subtotal, Fossil Plant

Total Production

Transmission

Major Line / Substation Projects
Raceway - Avery

Avery - Misty Willow - Pinnacle Peak

Palo Verde - TS5 (1)

TSS - Raceway (1)

TS5-TS1-TS3 230kV (1) (2)

Palo Verde - Yuma 500kV

Raceway - Pinnacle Peak
Subtotal, New Transmission Lines

Other Additions/!mprovements
Relocations & Emergency

Total Transmission

Total

2008 2007 2008 2009 2006 - 2009
3 $ 35 $ 33 42 $ 141
17 44 2 - 63
30 29 44 39 142
78 108 79 81 346
17 22 70 72 181
40 53 76 60 229
4 2 4 5 15
61 77 150 137 425
20 6 5 50 81
15 9 21 15 60
. - 10 3 13
2 2 8 1 13

4 3 4 2 13
a1 20 48 71 180
102 97 198 208 605
180 205 277 289 951
- 17 6 11 34
6 14 17 13 50

8 7 34 36 85

- 33 19 10 62
29 10 18 31 88
- 2 22 10 34
- - 3 26 29
a3 83 119 137 382
69 78 74 g5 316
5 5 4 4 18
117 166 197 236 716
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2006-2009 Capital Expenditures and External Financing Required ($m)

Distribution

Substation & Line Additions/Improvements
Repiacements / Relocations / Emergency

New Customer Construction
Meters
Transformers
Service & Line Extensions
Street Lights
Subtotal, <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>